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OUR COVER 


lf we trust in experience, eschew the words of the politician, 
taxes have only one place to go—and that’s up. Since all governments 
in this country fish in the same pool, we should know how big the pool 
is; but which government catches the most fish is not as important as is 
the total caught in relation to the number living in the pool. Figures for 
1959 show our total national income to be $400 billion in round figures. 
Adding the total taxes collected from the three levels of government, we 
obtain a figure of $100 billion, which is 25 per cent of our total national 
income. Economists have from time to time warned that when a govern- 
ment's tax take approaches, and begins to exceed, 25 per cent of its 
national income, the danger point has been reached. 


Seymour E. Harris recently addressed the National Tax Association 
in New York on ‘Tax Problems of the Sixties,’’ and he alluded to this 
limit, saying that ‘‘[a] tax burden of 25 per cent may be consistent in 
the United States with substantial growth, but 10 per cent may stifle the 
economy (say) of Bolivia."’ ° 


However, the tax problem of ‘how much is too much?”’ is not dis- 
missed easily by comparison of revenue to national income. A better 
question is: Do we get what we should have? There are marked differ- 
ences in the tax structures of the three levels of government. The 
federal government relies heavily upon an income tax, while local gov- 
ernments rely heavily upon a property tax; and it seems that no one 
type of tax is the favorite of all states. Are we too occupied with the 
mechanics of taxing and thus overlooking the SYSTEM? 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Thoughtful tax man. Our thoughtful tax man this month is 
John K. Hulse of Philadelphia, who has been reading the Internal 
Revenue Commissioner's publication Statistics of Income for 1958. 
From the figures presented in the Commissioner’s statistics, Mr. 
Hulse deduces not a typical but an average taxpayer. See page 758. 


Teaching without philosophy. The many rules of federal income 
taxation need to be co-ordinated to form a distinct, orderly system. 
This is a challenge facing American law schools according to the 
article at page 763. “There... is no over-all legal philosophy which, 
even in some nebulous way, ties together all the rules we are called 
upon to apply,” says author Herman T. Reiling. Law schools and 
legal scholars have a unique opportunity to apply the science of law to 
the existing confusion of the federal tax structure—to mold a Restate- 
ment of the law of taxation. 


The classic example of the confusion in the tax structure is the 
condition of the law respecting tax avoidance. Various sections of the 
tax law seem to provide loopholes to which tax “shenanigans” can be 
tied. These loopholes are in the form of rules which, taken literally, 
definitely appear to be applicable. The Internal Revenue Service can 
oppose devices designed for tax avoidance only by attempting to 
choose a rule which not only appears to be applicable but also is in ac- 
cord with the average judgment of all informed persons. 


Mr. Reiling points out that one objective of tax avoidance is to 
convert to capital gain such income as might otherwise be taxed at the 
progressive rates of ordinary income. To combat schemes that come 
within the capital gain provisions, the IRS must go outside these pro- 
visions to find and bring into operation a different rule. 


This paper was presented as a part of a panel discussion on 
“Problems Encountered in Teaching Tax Law.” Mr. Reiling is As- 
sociate Chief Counsel, Internal Revenue Service. 


State taxation of interstate commerce. The article appearing at 
page 769 offers a thumbnail review of the total picture of state taxation of 
interstate commerce. The Minnesota income tax law of 1933 put the 
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first dent in the concept of state tax immunity for business corpora- 
tions engaged in interstate commerce. Other states passed laws which 
apparently made interstate commerce a potential source of revenue, 
but they seemed to shy away from court tests of this new idea. 
Finally, in 1945, the California Supreme Court upheld its separate 
interstate income tax law. When the Supreme Court of the United 
States upheld this decision in a per curiam opinion, the dam burst. 
All over the country, states rushed to collect interstate levies, until 
these levies seemed practically unfettered. Only the federal interstate 
income law and the rule laid down in the Spector case slowed the tide 
of state taxation. 


In some states today, it is possible that an unlicensed foreign corpo 
ration may be subject to the same taxes as a licensed corporation, with 
the exception of franchise taxes. This constantly broadening liability 
of unlicensed corporations to net income taxes, use taxes, property 
taxes and to withholding and information at the source has led some 
corporations to qualify, even though not technically required to do so. 
In many instances, this seems the only escape from using state and 
federal courts to enforce local contracts. 


This paper was presented before the Sixth Annual House Counsel 
Institute at the University of Wisconsin, Madison. The author, 
Edward Roesken, is a member of the New Jersey bar. 


Oil and gas. The article beginning at page 785 discusses a tax 
accounting problem faced by those who have a take-or-pay contract. 
What is a take-or-pay contract? Well, it is a contract whereby the 
purchaser (usually a pipeline company) contracts to buy the gas of 
the seller (usually the producer) and to take specified minimum 
quantities during designated time intervals. If the minimum amount 
of the gas is not taken, the purchaser must, nevertheless, pay. One of 
the primary tax problems which the purchaser must face is that of 
treating cost applicable to the gas paid for but not actually taken 
in the current year. 


The authors of the article are E. L. Wehner and Stanley H. 
Voelkel. Both are with the national accounting firm of Arthur Ander- 
sen & Co. Mr. Wehner is a partner in the Houston office and is in 
charge of oil and gas tax matters for the entire firm. Mr. Voelkel is 
tax manager in the Houston office. 


Aldon Homes, Inc. This decision, according to the article at 
page 789, is of paramount importance to all home builders who 
operate in a multicorporation setup. The case represents a successful 
attack by the Commissioner in recent months upon multicorporate 
operations. The article is written by Lewis R. Donelson, III, the 
senior partner of the law firm of Donelson & Adams in Memphis, 
Tennessee. It discusses the Aldon decision as well as several other 
related decisions, thus forming a very interesting article for all who 
operate with one or more corporations. 


In This Issue 





Mr. Donelson is also a lecturer in tax law at the University of 
Tennessee and vice chairman of the Committee on Statute of Limi- 
tations, Section of Taxation, American Bar Association. 


Partner’s withdrawal. The article beginning at page 798 is re- 
printed from the Dickinson Law Review. The author, Barry Peril, is 
associated with the Philadelphia law firm of Polisher, Steinberg & 
Yohlin. The withdrawal from a partnership occurs quite frequently. 
Most of the operating rules of the tax law were developed through 
court decisions and administrative rulings, but the 1954 Code imposed 
a highly detailed statutory pattern on this procedure. Mr. Peril’s 
article outlines the alternatives available to all the parties involved 
with the attendant problems, but it does not necessarily treat any one 
particular aspect of the withdrawal transaction exhaustively. For 
instance, when there is a sale of a partner’s interest, tax counsel will 
consider the effect on the seller, other tax counsel will consider the 
effect on the purchaser of the partnership interest, and still other tax 
counsel may have to consider the effect on the remaining parties. The 
alternative best suited for each individual’s situation depends upon 
the particular facts and each party’s negotiating ability. 
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“Keep your mouth shut— it's that fellow from jewelry excise." 
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WASHINGTON TAX TALK 


Review of extra session of Congress . . . Tax law legislation in 1961 
. Office of Chief Counsel, Internal Revenue Service, reorganized. 


HE EIGHTY-SIXTH CONGRESS ADJOURNED on Septem- 

ber 1, and the new Eighty-seventh Congress will convene on 
January 3, 1961. The extra, short session—after the political con- 
ventions—resulted in the passage of two tax bills which contained 
numerous tax law changes. 


An excise tax bill, H. R. 12536, permitting an exclusion of local 
advertising charges for determining selling prices of articles subject 
to the manufacturers excise tax, was amended by adding three income 
tax law changes. One of the amendments encourages cement mining 
taxpayers to settle depletion allowance disputes with the Commis- 
sioner. The second amendment gives retroactive tax exemptions to six 
specified pension plans, while the third amendment bars accrual tax- 
payers from taking double deductions in one year for state property taxes. 


Another bill, H. R. 10960, started out as a bill to determine the 
price for excise tax on cigars. By the time it got through Congress, 
about ten tax law changes were added. One of the major amendments 
added a new Part II to Subchapter M of the 1954 Code to provide 
that real estate investment trusts would be taxed on the same basis 
as regulated investment companies. 


Of more importance to tax men were the major tax bills which 
did not get final Congressional approval prior to adjournment. A bill 
to permit self-employed taxpayers to set up pension plans, H. R. 10, 
reached the Senate calendar of business, but backers of H. R. 5, the 
Foreign Tax Investment Act, could not get the approval of the 
Senate Finance Committee. Also important to tax counsel was 
H. R. 9662, which was also pending business in the Senate when 
Congress adjourned. This bill would have revised the 1954 Code 
provisions as to the taxation of trusts and partnerships. 


Tax law legislation in 1961.—Carried over to the 1961 legislative 
year is the continuing study on a reform of the federal tax laws. 
The House Committee on Ways and Means held a series of panel 
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John K. Hulse, a well-known certified public accountant 


in Pennsylvania, entitled this ‘‘excursion into dreary statistics": 
‘A Family Mystery Unsolved.” 


HE TAX MAN searching for a profound abstraction 

convertible into a capital gain or a defensible deduction 
will not discover it here. What follows is merely an excursion 
into dreary statistics, which makes this effort eligible for the 
“So-What Department.” 


This venture into the numbers game does, however, 
develop a couple of questions: Has the Commissioner of In- 
ternal Revenue undertaken the publication of works of fiction? 


Or does the individual taxpayer in the lower income brackets 
possess the amazing ability to manage his finances that the 
published figures indicate? The answers are mutually exclusive. 


The Commissioner’s annval publication Statistics of In- 
come (Preliminary) for 1958 is now at hand. Ignorance of the 
intended meaning of “preliminary” is hereby confessed. If it 
means “unaudited,” it is an accurate term. Anyone curious 
about the fate of the aggregate deductions reported could 
readily become a nuisance by asking: “When will the final 
figures be published?” They never will be, of course, but it is 
still a good question. 


Let us not be skeptical of the deductions, however. That 
attitude would deprive us of the more salubrious approach in 
which we may admire the taxpayer’s financial wizardry. 
Rather, let us assume, in the absence of exact knowledge, that 
the many millions of additional tax which will be assessed in 
audits by district directors will arise from oversights in report- 
ing income, from exemptions improperly claimed through 
misunderstanding and from mistakes of like nature. 


Now that the deductions have gained our mental im- 
munity to attack, let us take a look at some of them in the 
income brackets up to $10,000 of “adjusted gross income”— 
the point where the option to file on the card, Form 1040A, 
disappears. The taxpayers represented are nearly 94 per cent 
of the total of individuals who filed returns. 
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Aggregate figures in this income range show 18,239,746 
returns in which deductions were itemized, adjusted gross 
income of $94,623,798,000, and deductions as follows, with 
percentages of aggregate adjusted gross income added: 


’ Contributions _.... $3,635,582,000 3.84% 
Interest . .. $4,661,664,000 4.93% 
eS 3: _. $5,025,313,000 5.31% 
Medical _... $3,553,693,000 3.76% 
Other . Se atic. .. $2,548,985,000 2.69% 


The returns represented are, for the most part, those of 
home owners who, as a rule, pay interest on mortgages and 
on time purchases of automobiles and household appliances. 
They pay taxes on the homes, on their incomes and on many 
other items. They have need for medical and dental attention 
to themselves and their dependents, and those services are 
costly. Many have livelihood expenses deductible “below the 
line”’—automobile accidents not fully insured and other non- 
business expenses. 

The largest income group for which complete figures for 
both taxable and nontaxable returns appear in Statistics of 
Income, is that in which 1,574,279 taxpayers reported adjusted 
gross income of “$4,500 under $5,000.” Here the itemized de- 
ductions are found to be the following percentages of the 
aggregate adjusted gross income reported : 


Contributions 3.86% 
Interest 4.78% 
Taxes 5.31% 
Medical 4.11% 
Other 2.80% 


Any reader whose leisure time and curiosity have brought 
him this far is quite apt to ask himself a question sometimes 
hard to answer: “What is this fellow trying to prove?” It’s 
a good question. Up to here the effort has been directed 
toward constructing figures for a typical taxpayer. It will be 
necessary to settle for an average one, however, because the 
deductions did not appear in all of the 1,574,279 returns. For 
example, taxes are deducted in 98 per cent of them and medical 
and dental expenses in 61 per cent, the latter being due largely 
to the 3 per cent exclusion. 

If the reader will kindly exercise a small fraction of the 
patience required of this scribe to negotiate this venture into 
the fiscal analysis of the small individual taxpayer, he will note 
the emergence of the average taxpayer with an adjusted gross 


(Continued on page 782) 
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TAX-WISE NEWS 


Tue Internal Revenue Service would take 
some of the joy out of hitting the daily double at the race track. 
It has instructed race track operators to file information returns— 
Form 1099—on all winners of $600 or more in a single betting pool. 
This presumably covers daily doubles, “quintets” and other combi- 
nation bets where a single wager applies, under pari-mutuel recording 
systems, to more than one race. 


The new Treasury drive poses a number of interesting adminis- 
trative problems. Pari-mutuel tickets are highly negotiable instru- 
ments under many states’ laws, in the first place, and race tracks 
may have difficulty obtaining identity information from winners. 
(Visualize a happy winner, anxious to get his money, saying: “Of 
course, I’m One Horse Harry; who says I’m not?’) 


Then, too, many winners will not have drivers’ licenses, social 
security cards and other means of positive identification. How far 
will the operators be required to go, in order to comply with IRS 
instructions ? 


Race track officials may probably look to one bright side of the 
picture. Their cleanup chores will doubtless be lessened because the 
successful bettors (now to be identified) will want to pick up all the 
losing tickets, which usually lie about, in order to substantiate off- 
setting losses for their winnings. 


Payments TO THE WIDOWS of cor- 
porate employees have presented tax problems to the corporations 
(which would deduct the payments) and to the receiving widows 
(who would treat the payments as nontaxable gifts). The Commis- 
sioner’s position has been pretty much what it would be expected to 
be—that of opposing deductions by the corporations after the pay- 
ments reach sizable proportions and insisting that the amounts received 
by widows, after they exceed the $5,000 death benefit limitation, 
become taxable income. Some day, perhaps, one case involving both 
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issues, or a consolidated cause involving both sides of the issue, will 
be presented. And it may well be that the government’s interest 
in deriving the maximum amount of revenue through taxes—by dis- 
allowing deductions to the corporations and taxing payments to the 
widows—will have to give way to one, practical, general rule. 


As matters stand at the moment, however, the IRS has announced 
it will not follow the Reed case, 60-1 ustc J 9349 (CA-6) (see TAXEs, 
May, 1960), which upheld the gift theory when the issue was the 
taxability of funds in a widow’s hands.—T. I. R. 252. 


A Georgia district court, one month before T. I. R. 252, agreed 
with the rationale of the Reed case-—Cowan v. U. S., 60-2 ustc { 9674. 

And on the other side of the problem—that of the corporation’s 
right to deduct payments made to the widow of a former employee— 
the Tax Court recently permitted a corporation to deduct an “honorar- 
ium” equal to six months’ salary of the deceased employee, which the 
corporation paid to the employee’s widow.—Fort Orange Paper Com- 
pany, CCH Dec. 24,319(M), 19 TCM 917. 


This last case is based upon Fifth Avenue Coach Lines, Inc., CCH 
Dec. 23,477, 31 TC 1080 (rev’d on other issues, 60-2 ustc { 9628 
(CA-2)), where the Tax Court permitted deductions for amounts paid 
over an Il-year period. The amount of money paid was the equivalent 
of 31 months of the deceased officer’s salary, and therefore the Tax 
Court felt it was reasonable. 


No WAY HAS BEEN FOUND, as yet, to 
deduct campaign expenses. This is not to imply a way will be found, 
but merely to emphasize that many assigned grounds for deduction 
have failed. Thus, an unsuccessful Congressional candidate in 1956 
was not permitted to deduct some $20,000 of campaign expenses as 
(1) a loss incurred in a trade or business, (2) a loss incurred in a 
transaction entered into for profit though not connected with a trade 
or business or (3) expenses incurred for the production of income.— 
Harry D. Morehead, 19 TCM 938, Dec. 24,332(M). 


Or INTEREST to pipeline companies, of 
whom the number increases these days in the growing use of natural 
gas, is the Internal Revenue Service’s recent nonacquiescence in. the 
case which permitted depreciation of easements for pipelines used to 
transmit gas (Northern Natural Gas Company v. O’Malley, 60-1 ustc 
{ 9395 (CA-8)). The government’s view is that it is not feasible to 
estimate a useful life of easements for the transmission of natural gas 
and, therefore, there is no practicable basis for a depreciation deduc- 
tion. The Eighth Circuit, however, had found that reasonable useful 
life estimates for the easements had been acceptable to the Federal 
Power Commission and the Securities and Exchange Commission, 
and what was good enough for those two bodies ought to do for the 
IRS.—T. I. R. 251. 


Tax-Wise News 





SALES under revolving credit plans—those 
blessed boons to many a housewife’s budget—are not necessarily 
installment sales, says the IRS. Therefore, the mere fact that depart- 
ment stores and the like extend credit through revolving credit plans 
—whereby the customer makes regular purchases on credit and pays 
monthly amounts equal to the lesser of his balance or a percentage 
of his maximum credit—does not entitle the seller to report income 
on the installment basis. 


The Internal Revenue Service disapproval is not replete. It will 
not follow the Consolidated Dry Goods Company case, in which a 
Massachusetts district court held that a cycle budget account plan 
was fairly within the Code definition of an installment plan. But the 
IRS is conducting a study to determine if part of the sales made 
under revolving credit plans may be regarded as installment sales. 


—T. I. R. 247. 


A BIG TAIL wags a little dog when the 
blockage theory comes into play in estate tax valuations. Executors 
for the owner of just 1,440 out of 3,600,000 share of inactively traded 
stock—a mere 1/2500 of the outstanding shares—were able to prove 
that the sudden sale of all 1,440 would have had the depressing effect 
of lowering the market price by as much as $3 per share. 


The blockage theory, of course, is based not so much on the 
percentage of outstanding shares which is offered for sale as on the 
effect of moving a large block of stock in an ordinarily dull market. 
Viewed another way, it’s a matter of the dog being wagged by the 
tail—Bartol v. McGinnes, 60-2 ustc J 11,962 (DC Pa.). 


RevENUE RULINGS make narrow searches, 
and sometimes the scope of a rule is so confined it gives rise to a 
never-intended inference. Witness Rev. Rul. 57-480, which says— 
innocently enough—that where a profession, solely dependent upon 
the skill or other personal characteristics of the owner, is sold without 
a specific assignment of the firm name, there can be no transfer of 
“good will.” Unfortunately, the ruling took no notice of a shortly 
antecedent Fifth Circuit case (Masquelette v. Commissioner, 57-1 ustc 
{ 9267), which said that the sale of part of an accounting business 
to four former partners could entail good will even though there 
had not been a specific assignment of the firm name. 


Now, the Commissioner is trying to clarify his position on the 
recognition and transferability of good will of a professional business 
which is sold. He does this, first, by finally recognizing the Masquelette 
case, but acquiescing in it only to the extent it concerns businesses 
which do not depend solely upon the personal touch of the owner. 
Second, the Commissioner reiterates that personal ability, skill, integ- 
rity, etc., can never be good will, whether or not there is an assign- 
ment of a firm name—Rev. Rul. 60-301, I. R. B. 1960-38, 7. 
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Guarding Against Disposition 
for Tax Avoidance 
By HERMAN T. REILING 


Mr. Reiling presented this paper at the Southeastern Conference of the 
Association of American Law Schools, at Williamsburg, Virginia, on 

August 27, 1960, as part of a panel discussion entitled ‘Problems 
Encountered in Teaching Tax Law." He is Associate Chief Counsel, Internal 


Revenue Service. The author emphasizes that this discussion represents his own 


personal views and is not to be interpreted in any sense as 
the official opinion of the Treasury Department or any unit thereof. 


MERICAN LAW SCHOOLS have an unusual opportunity in the 

law of federal income taxation. That this is so, is dramatically, 
and perhaps best, evidenced by the condition of the law respecting 
tax avoidance. 


More Jurisprudence Needed 


Schemes to avoid the income tax are a product of confusion. And 
confusion is something we find in all parts of the tax structure which 
give rise, as in tax avoidance, to new or doubtful cases. 

Basically the confusion springs from the fact that the science 
of law has not been applied to the income tax in the manner in which 
it has long been employed in older branches of law. Or, as an eminent 
tax lawyer, the deceased Randolph Paul, once said to me, what we 
need in income tax law is more jurisprudence. 


Source Materials——As you know, even if you have made only a 
cursory examination of the subject, we have an unprecedented volume 
of source materials from which a distinct body of income tax law may 
be developed. In addition to hundreds of magazine and law-review 
articles as well as other published nonofficial legal opinion on the 
tax, there is legislation running into hundreds of pages and there are 
scores of regulations; many volumes of published rulings; judicial 
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decisions numbering perhaps 50,000, 
with others being turned out at the 
rate of about a thousand per year. 


Essentials Are Simple.—The very 
presence of this impressive mass of 
legal opinion should convince us that 
there has been considerable confusion, 
even if it were possible to say that 
none exists today. However, I do not 
want to paint a distorted picture—all 
is not as bad as it may seem. When 
the entire tax structure is stripped to 
its bare essentials, what we have left 
is in the main all that concerns the 
average taxpayer. What is more im- 
portant, these essentials are reason- 
ably simple, when judged in the light 
of our complex society. Furthermore, 
they produce all of the tax. The 
superstructure, that is, the more com- 
plex part that has been added, goes 
little further than to implement, or 
to deter, the primary revenue-produc- 
ing parts of the statute. 


Lack of Over-all Philosophy.—But 
despite all these accomplishments— 
and they are accomplishments—we 
have not generalized this ever-increas- 
ing mass of legal opinion and reduced 
it to a workable system of rules, one 
that stands ready to meet new or 
doubtful legal issues on the basis of 
principle and rule of law. There are, 
of course, many rules; but they have 
not been co-ordinated to form a dis- 
tinct, orderly system. Nor can they 
always be readily explained and un- 
derstood. In short, our progress in 
this respect is far from comparable 
to the achievements made years ago 
in other branches of law. 


Nor have we made any outstanding 
beginning to remedy this condition. 
There is, for example, no over-all 
legal philosophy which, even in some 
nebulous way, ties together all the 
rules we are called upon to apply. 
Nor have we generally agreed upon 
an integrated set of guiding principles 
on which to base the various rules. 
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Collection of Philosophies.—Instead, 
the tendency is to assign a separate 
philosophy to each facet of the tax law; 
to give us a number of philosophies, 
one for each distinct part of the taxing 
structure, in contrast to a single co- 
herent philosophy ; to rely upon statu- 
tory mechanical rules as an anodyne 
for the pain of developing a central 
philosophy to support a workable 
system; and to lean upon abstract 
rules of statutory construction instead 
of fundamental principle and rule of 
law. 

For guiding principles, we have 
a collection of disunited truths and 
abstract statutory constructions, rather 


than a set of principles arranged in 
rational connection for the entire tax. 


Under these circumstances it is hard 
to formulate all the rules that are 
essential in dealing with tax avoid- 
ance and other new or difficult prob- 
lems, much less classify the known 
rules in their appropriate order or 
understand them and show their rela- 
tion to one another. When called 
upon to decide new or doubtful issues 
on a case-by-case basis, we cannot 
readily agree on the rule which will 
best serve the common view. 


Lack of Common Agreement.— 
Some perfectionists, of course, may 
argue that common agreement is, 
without more, not sufficient—that we 
ought to go beyond that level. I 
agree that this is a meritorious ob- 
jective. It is especially so, if we wish 
to keep pace with changing times. 


But my point is that we have not 
organized our views even at the level 
of common agreement. To so organ- 
ize them is at least a necessary first 
objective. 


Woodrow Wilson once wisely said: 
“You can not go faster than you can 
advance the average moral judgment of 
the mass, but you can go at least as 
fast as that.” (Italics supplied.) 
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Choosing Rule Against Avoidance 


When we go at least that fast, we 
should seriously cramp the style of 
tax avoidance. For a tax shenanigan 
to survive, its inventor has no alter- 
native except to tie it to a rule which, 
at least when taken literally, definitely 
appears to be applicable. On the other 
hand, for the Internal Revenue Serv- 
ice to oppose the device with reason- 
able success, it must choose a different 
rule. It must choose a rule that not 
only appears to be applicable but also 
best accords with the average judg- 
ment of all informed persons—a rule 
which in any event will most likely 
be accepted by a reasonably talented 
court. 


What Is Annual Income 


What are the main currents of con- 
fusion? For one thing, though there 
is a popular conception that annual 
income is taxed, we have not agreed 
on what is annual income. 


Schemes to Get Capital Gain.— 
For example, when appreciated prop- 
erty is sold after it has been held 
for a number of years, we tax the 
realized appreciation in the year of 
sale. This is done, so we say, because 
appreciation cannot be taxed until it 
is realized by sale or exchange. 


3ut we do not always follow this 
theory: The realized appreciation is 
taxed, for example, not at the ordi- 
nary progressive tax rates but at an 
arbitrary flat capital gain rate, which 
may be, and quite frequently is, much 
lower than the progressive rate. And 


*It is important that this result was 
reached under these acts not by virtue of 
specific legislation on the point but by judi- 
cial decision, in which the court held that 
the intent of the taxing act was to limit the 
tax to “income arising after the effective 
date of the Act.” Lynch v. Turrish, 247 
U. S. 221 (1918), and Southern Pacific 
Company v. Lowe, 247 U. S. 330 (1918), 
under the 1913 act; Doyle v. Mitchell Brothers 
Company, 247 U. S. 179 (1918), and Hays v. 


Tax Avoidance 


the capital gain rate is used because 
we think it is not fair to tax in one 
year, at progressive rates, all appre- 
ciation that occurs over the entire 
period during which the property was 
held. 

Thus, in effect we deny that the 
entire appreciation is annual income 
for the year in which it is realized 
by sale. Indeed, in applying the World 
War II and the Korean War excess 
profits taxes, we did actually attribute 
to the years prior to the year of sale 
the appreciation occurring during the 
prior years. This, I may say, ought 
not to be surprising, for as early as 
the Civil War taxing acts, only the 
appreciation occurring in the year of 
sale was treated as a part of annual 
income for that year. Moreover, when 
the corporation excise tax act of 1909 
was enacted, and later when the gen- 
eral income taxing act of 1913 became 
effective, we did not, under either 
act, tax appreciation that occurred 
prior to passage of the act, though 
the appreciated property was sold 
after the act became effective.’ 


Further Inconsistency.—However, 
under our present system, even in- 
come that accrues and is realized in 
only one year is taxed at capital gain 
rates, though it clearly is annual in- 
come for a single year. This is true 
of gain on property purchased and 
sold within the same tax year, where 
the property has been held by the 
seller for more than six months prior 
to sale?; and the same is true of 
royalty income received from patents 





Gauley Mountain Coal Company, 247 U. S. 
189 (1918), under the 1909 act. Also see my 
article, “Tax Accounting and Abnormal 
Income,” 30 Taxes 409 (June, 1952), in 
which this theory is explained in relation to 
Secs. 721 and 456 of the 1939 Code, relating, 
respectively, to the World War II and the 
Korean War excess profits tax. 

7 See the definition of long-term capital 
gain, 1954 Code Sec. 1222. 
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licensed to others and not transferred 
by outright sale.® 

From what I have said, it is not to 
be inferred that I question the wisdom 
of the policy of the capital gain tax. 
Nor do I mean to single out the 
capital gain tax, for there are other 
instances in which we do not tax 
annual income at all, not because of 
constitutional or other restrictions 
but for purely policy reasons. 


On the contrary, I recognize that 
income may be classified and taxed 
at different rates. But for a classifica- 
tion to comply with legal theory, it 
ought to be based upon distinctions 
of legal significance. My discussion 
deals with the capital gain tax only 
in terms of legal theory. It does not 
extend to policy. 


I therefore mention the subject of 
capital gain because, and only because, 
one objective in tax avoidance is to 
convert, into capital gain, income 
which otherwise would be taxed at 
the progressive rates. To prevent this 
device, we must apply the rule of law. 
This means that to combat schemes 
to come within the capital gain pro- 
visions, we must go outside these 
provisions to find and bring into 
operation a different rule, one that 
on balance more clearly reflects the 
common view of our income tax law. 


Increasing Taxpayer's Deductions 


Observations similar to those I have 
made in connection with annual in- 
come and the schemes to obtain cap- 
ital gain may also be made respecting 
schemes to increase a taxpayer’s de- 
ductions. Here again, though I do not 


* See 1954 Code Sec. 1235. 

* Konstam’s Income Tax (12th Ed.), Secs. 
6, 104 and 105. 

® See, however, U. S. v. General Shoe Cor- 
poration, 60-2 ustc J 9678 (CA-6); and com- 
pare with decisions cited in footnote 6. Also 
see 1954 Code Sec. 265, and compare with 
rationale in footnote 1. 
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question legislative policy, I must say, 
nevertheless, that from the viewpoint 
of jurisprudence there are times when 
we lose the benefit of the science of law. 


Personal Deductions Other Than 
for Expense.—This, however, may be 
inescapable in view of the personal 
deductions that are allowed. By per- 
sonal deductions, I mean those items 
of deduction that do not constitute 
an expense of earning income. 


Under the English system the gen- 
eral theory is that taxable income is 
income less the expense of earning 
it.* Dating back as far as the Civil 
War income taxing acts, we, however, 
have not accepted this theory. In- 
stead, we allow deductions for taxes, 
interest, bad debts, casualty losses 
and other items in instances where 
they are not chargeable as expense 
in earning income—and we have prob- 
lems of tax avoidance which the Eng- 
lish do not have. 


The deduction of these personal 
items has many ramifications, the 
results of which can hardly be ration- 
alized under a legal philosophy or 
rule of law. For example, the deduc- 
tion for charitable contributions is an 
inducement for a taxpayer to donate 
appreciated securities to a charitable 
organization, take a deduction for the 
full market value of the securities 
and, on the other hand, maintain that 
he should pay no tax on the apprecia- 
tion.® Similarly, a taxpayer may pay 
an employee a bonus in appreciated 
securities and hope to reap a similar 
benefit, though the success of this 
scheme is now in a state of flux due 
to conflicting decisions in this area.*® 


*Compare Commissioner v. Mesta, 41-2 
usTc J 9768, 123 F. 2d 986 (CA-3), and Com- 
missioner v. Halliwell, 42-2 ustc § 9789, 131 
F. 2d 642 (CA-2), rev’g per curiam CCH 
Dec. 11,857, 44 BTA 740, both holding that 
gain was realized upon transfer of appreci- 
ated property by one spouse to the other in 
a property settlement. Contra, Commissioner 
v. Marshman, 60-2 ustc J 9484 (CA-6). 
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Effect on True Expense.—W hat is 
more, the effect of these deductions 
may extend beyond their own scope. 
Their presence may influence our in- 
terpretation of the statutory provision 
for deducting ordinary and necessary 
expenses incurred in trade or business 
to give a more liberal view of what 
constitutes a business expense. For 
example, a liberal concept of business 
expense may encourage taxpayers to 
claim hobby losses. And it may in 
truth be an inducement for a stock- 
holder to transfer his personal yacht 
to his corporation to the end that the 
corporation may deduct maintenance 
expenses, which perhaps under our 
law are not deductible but which 
more clearly would not be deductible 
as an expense of producing income. 


Ignoring Corporate Fiction 


Now what are the sources for the 
different rule, the one that is opposed 
to tax avoidance? 


In a number of tax avoidance 
schemes, whatever their objective may 
be, the creation of a corporation is 
a critical step. This is true of step- 
reorganizations, the incorporated pocket- 
book, foreign personal holding com- 
panies, thin corporations organized to 
take advantage of the provisions re- 
specting Western Hemisphere corpo- 
rations and others, including collapsible 
corporations formed to hold depreciable 
property until the expected increase 
in value occurs, after which the cor- 
poration is liquidated, the stockholder 
paying a capital gain tax on the 
liquidation but later charging off the 
higher value as depreciation deduct- 
ible from ordinary gross income. 


Schemes such as these, which de- 
pend on the creation of a corporation, 


* Paymer v. Commissioner, 45-2 ustc § 9353, 
150 F. 2d 334 (CA-2); Inland Development 
Company v. Commissioner, 41-2 ustc ¥ 9500, 
120 F. 2d 986 (CA-10). 
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may be scotched if the corporate 
entity may be ignored. But the ex- 
tent to which this may be done short 
of legislation based on artificial con- 
cepts is by no means crystal clear. 
Perhaps the most that need be said 
here is that the cases for ignoring 
the corporate fiction fall into two gen- 
eral categories: 


(1) cases where a corporation is 
a passive dummy or is a mere agency 
or instrumentality of another’; and 


(2) cases where the creation of a 
corporation serves no substantial busi- 
ness advantage except a tax saving, 
or the maintenance of apartness for 
the corporation would work a fraud 
or do an injustice under the tax law.* 


Classifying Transactions 


In attempting to defeat tax avoid- 
ance, in these and other cases, you 
may hear it said that we look to the 
substance of a transaction rather than 
to its form. This is a very broad gen- 
eralization, too broad perhaps to be 
susceptible of much meaning when 
taken alone. However, the substance- 
versus-form theory may embrace more 
definite concepts. For one thing, it 
appears broad enough to include the 
problem of classifying transactions for 
purposes of the tax. 


Effect of Tax-Significant Incidents. 
—QOn this point, my concept is that 
a transaction should be classified for 
income tax purposes according to its 
incidents that are distinctly significant 
in income taxation. In other words, 
just as in the law of sales, contracts, 
agency and other titles of general law, 
we classify a transaction according 
to incidents that serve general law 
purposes, so in the distinct subject 
of income taxation we ought to clas- 


5’ Commissioner v. Smith, 43-1 ustc { 9477, 
136 F. 2d 556 (CA-2); Taylor v. Standard 
Gas and Electrie Company, 306 U. S. 307 
(1939); Griffiths v. Commissioner 40-1 uUstc 
7 9123, 308 U. S. 355 (1939). 
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sify a transaction not necessarily by 
the characterization assigned to it 
for general law purposes but accord- 
ing to its incidents that are of peculiar 
significance in taxing income. 


Thus, a contract to sell property is 
classified with sales of property where 
the buyer is given possession and en- 
joys the benefits of ownership which 
are incident to it. By the same token, 
an alleged lease of property that gives 
the alleged lessee similar benefits is 
classified as a sale and purchase rather 
than as a lease. Accordingly, in such 
case, the purchaser may not deduct 
as rent the payments to the seller. 
The seller may not report the pay- 
ments as rental; nor may he take de- 
ductions for depreciation after he 
enters into the transaction. On the 
other hand, a transaction, though 
denominated a sale by state law, may 
not be so treated if the incidents of 
the transaction are in fact similar to 
those commonly assigned to a lease. 


Temporariness as Factor to Be 
Considered.—Under this concept of 
classifying transactions, temporariness 
may be an important consideration, 
of course. A state ignores temporari- 
ness and taxes tangible personal prop- 
erty though it is temporarily outside 
the state on tax day; and by the same 
principle, so may the federal govern- 
ment ignore a temporary transaction 
which the taxpayer executes only as 
an aid to tax avoidance. This, I may 
add, may be a more definite basis for 
ignoring the intermediate steps in a 
step-reorganization than to resort to 
the presently popular concept of ignor- 
ing them on the ground that they 
have no business purpose. 


Statutory Construction to Secure 
Uniformity.—The proper classification 
of transactions may also have its 





* Brown Shoe Company, Inc. v. Commis- 
sioner, 50-1 ustc J 5958, 339:-U. S. 583. 

*® Montgomery's Federal Taxes (1951-1952), 
Vol. 1, p. 236. 
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impact upon the interpretation of 
statutory terms, for statutory terms 
as well as transactions should not be 
construed to discriminate in favor of 
one taxpayer and against another. In 
other words, they should be assigned 
meanings that may be administered 
uniformly on a nation-wide basis. 


Thus, the statutory term “gift” as 
used in exempting gifts may include 
contributions that are not gifts in the 
strict common law sense of the word.® 
The word “sale” in the taxing act 
may include a contract to sell where 
the buyer is given possession and 
enjoys the benefits of ownership ex- 
cept legal title.*° By the same token, 
a conveyance of oil and gas rights, 
though denominated a sale by state 
law, nevertheless may be treated as 
a lease, and the income therefrom 
taxed as ordinary income rather than 
as capital gain, if the maker of the 
conveyance retains benefits similar to 
those ordinarily retained by a lessor.” 


Practical Considerations 


We also have other concepts on 
which we are not always in general 
agreement. One is that income should 
be taxed to the person who earns it— 
and there may be others. However, 
rather than continue my thesis through 
many ramifications, I prefer to turn 
to other considerations. 


Avoidance Exaggerated.—First, the 
success of tax avoidance devices is, 
I believe, considerably exaggerated. 
Allegations that the practices are 
widespread are, for the most part, 
general in nature, without naming 
persons involved. This is quite under- 
standable; for the Service files are 
confidential and when it catches up 
with a taxpayer’s scheme, there most 


(Continued on page 784) 
™ Burnet v. Harmel, 3 ustc J 990, 287 U. S. 
103 (1932); Bankers Pocahontas Coal Com- 


pany v. Burnet, 3 ustc § 998, 287 U. S. 308 
(1932). 
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Doing Business in Other States: 


Taxation Problems 
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at the University of Wisconsin, Madison. It is copyrighted 

by the Board of Regents of the University of Wisconsin. 


HE FIELD OF LAW known as “Doing Business” is divided 

into three parts: One area is that of doing business in other states 
from the standpoint of jurisdictional problems. A second area is that 
of doing business in other states from the standpoint of qualification 
problems—the area which relates to activities which may require an 
unlicensed foreign corporation to obtain authority from a state to 
do business as a foreign corporation. The third area is that of doing 
business in other states from the standpoint of taxation problems— 
that is, the extent to which an unlicensed foreign corporation may be 
liable to the payment of recurring state taxes. 


Sir William Blackstone, in his famous Commentaries, devotes 
less than ten pages to the subject of taxes. Blackstone, as may be 
expected, makes no mention of interstate commerce, foreign com- 
merce, net income taxes or situs of intangibles, and the word “nexus” 
seems to have escaped him entirely. 


Compare his ten pages with one of the modern state tax reporters 
which comprises 81 volumes, weighs over 200 pounds and consists 


of about 100,000 pages. 


From these pages we distill our conclusions regarding the doing 
business problems of unlicensed foreign corporations relating to 
recurring state taxes. We will endeavor to determine how far such 
a company can go without becoming subject to these state taxes, 
which include franchise taxes, income taxes, property taxes, occupa- 
tion license taxes, and sales and use taxes. 


Blackstone makes mention of several different types of taxes 
which are familiar to us. Among these are the “land tax,” which we 
know as the tax on real property; ad valorem taxes on imports and 
exports and on personal property generally; stamp taxes and malt 
and salt taxes. There is a hint of the beginnings of intangible taxes 
in his reference to taxes “on persons according to their reputed estates.”’ 
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Ad Valorem Property Taxes 


Real Estate Taxes.—Let us turn 
first to a tax which has been so long 
established that there is little con- 
troversy regarding it. This is the 
tax on real estate, which goes back 
beyond Blackstone’s time. 


An unlicensed foreign corporation 
which owns real property in a state 
would, of course, be subject to ad 
valorem property taxes if it is owned 
on the assessment date. It is the fact 
of ownership which controls the ques- 
tion of real estate property tax lia- 
bility. This liability is not affected 
by the question of whether the cor- 
poration is authorized to do business 
in the state or whether it should be 
authorized to do business. 


Most of the states have a definite 
assessment date—often January 1. It 
is customary for sellers and purchasers 
to prorate real estate taxes. As a 
practical matter, therefore, there 
would be no advantage in delaying 
or accelerating the date for the clos- 
ing of title for the purchase or sale 
of real estate. 


If there is any area in the real 
estate taxation field where advantage 
might be obtained when acquiring 
real estate, it would exist in those 
states in which there is exemption of 
new industrial plants for a period of 
time. Practically all of the southern 
states, and a few northern states, 
offer such inducements, in some in- 
stances for a period of several years, 
to new industries from the time they 
are established.” 


Tangible Personal Property Taxes. 
—Practically all states levy ad val- 
orem property taxes on tangible per- 
sonal property within the state. The 





* Alabama, Arkansas, Delaware, Kentucky, 
Louisiana, Maryland, Mississippi, Oklahoma, 
Rhode Island, South Carolina and Tennessee. 

* Jurisdictions to be considered are Ala- 
bama, Arkansas, Colorado, Connecticut, Dis- 
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exceptions are Delaware, Hawaii, 
New York and Pennsylvania. 


Liability to property taxes arises 
by reason of a mere presence of tan- 
gible personal property within a taxing 
jurisdiction on the date as of which 
property is assessed. 


Liability is not, therefore, affected 
by a question of whether a foreign 
corporation is authorized to do busi- 
ness or not. 


If, as in many states, the assess- 
ment date is January 1, a corporation 
owning tangible property in the state 
on that date will be expected to report 
such property to the proper taxing 
officials and to pay the property taxes 
when due. 


In some states, there is no specific 
assessment date and assessment is 
made between two specific dates, 
sometimes covering a period of two 
or three months. Such states are 
Arizona, Kansas, Nevada and South 
Dakota. 


If taxable tangible personal prop- 
erty owned by a foreign corporation 
has been brought into a state and has 
come to rest before the assessment 
date, it may be expected that the cor- 
poration will be liable for property 
taxes as of that date. 


As an assessment date nears, it is 
not unusual for a corporation to re- 
duce shipments of inventories into a 
taxing state, or to withdraw portions 
of its stocks in that state until after 
the assessment date. However, in 
many states merchants are required 
to report stocks on an average basis 
during the year preceding the assess- 
ment date, and the size of stock on an 
assessment date is not a determining 
factor in such states.” 


trict of Columbia, Florida, Iowa, Louisiana, 
Maine, Maryland, Michigan, New Hamp- 
shire, New Jersey, New Mexico, North 
Dakota, Ohio, Oklahoma, Oregon, Tennes- 
see, Virginia, Washington and Wyoming. 
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Doubt may arise as to property tax 
liability if the property is merely 
passing through the state in inter- 
state commerce on the assessment 
date, having been previously ear- 
marked for a destination in still another 
state.® 


There is a wide variation of tax rates 
and also a wide variation in _ per- 
centages of assessment used. Local 
customs govern assessment in many 
jurisdictions, and only an investiga- 
tion into the general practices in 
reporting taxable property for assess- 
ment can prevent a corporation from 
being discriminated against if it ad- 
heres strictly to the letter of the law, 
rather than following the general local 
practice in a given jurisdiction. 


As to property stored in a ware- 
house, ordinarily the property owner 
is expected to report it, although in 
some states the burden is placed upon 
the warehouseman to report the prop- 
erty stored, giving the name of the 
owner. In recent years there has 
been a trend toward exemption of 
property in transit or. in storage. 
Twenty-two states provide for such 
exemption in varying degrees. 


It is possible that a corporation 
may be in a position to make use of 
the facilities of one or more of the 
foreign trade zones. At the present 
time these are located in New Or- 
leans, New York, San Francisco and 
Seattle. These operate under grants 
of authority of the federal govern- 
ment * in a manner similar to that of 
the “free ports” in other parts of the 
world. In such a zone, foreign goods, 
wares, merchandise and materials 
may be stored, sold (or auctioned), 
exhibited, broken up, repacked, as- 
sembled, distributed, sorted, graded, 
cleaned, mixed with foreign and do- 





*Champlain Realty Company v. Town of 
Brattleboro, 260 U. S. 366 (1922); Export 
Leaf Tobacco Company v. Los Angeles 
County, 202 P. 2d 662 (1949) ; Archer-Daniel- 


Doing Business in Other States 


mestic merchandise, or otherwise 
manipulated or manufactured into a 
finished product, all free from cus- 
toms control and before the payment 
of duties. Duty is paid only when 
goods move from the zone into the 
United States, and then only for the 
amount moved in, calculated on the sale- 
able product resulting from process- 
ing, if that is involved. Such goods 
do not come within the orbit of state 
taxation until they leave the foreign 
trade zone, where they may first be 
held for indefinite periods. 


An unlicensed foreign corporation 
may, therefore, serve to reduce its 
liability for personal property taxes 
in a given year to the extent that 
(1) it can control the amount of 
property in a state on the assessment 
date, (2) it can take advantage of 
provisions of states which exempt 
property in transit or in storage or 
(3) it can delay taxation through use 
of foreign trade zones. 


Intangible Personal Property Taxes. 
—During the past two decades a 
number of trends have appeared in 
connection with the taxation of in- 
tangibles. 


There has, for instance, been a 
strong trend toward the classification 
or segregation of intangibles and their 
taxation at comparatively low rates 
in 16 states. These rates are low 
when contrasted with the rates ap- 
plied in the same states in the taxa- 
tion of real estate and tangible personal 
property. This preferred treatment 
has led to the very general reporting 
of such intangibles by their owners, 
resulting in substantial tax revenue 
to the states and their subdivisions. 

In contrast to this, there are 20 
jurisdictions where intangibles are 
exempt by legislation from all ad 


Midland Company v. Board of Equalization of 
Douglas County, 48 N. W. 2d 756 (1951). 

*Foreign Trade Zones Act of 1934, as 
amended. 
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valorem property taxation. In the 
remaining states, there is one group 
where there is a partial classification 
of certain types of intangibles at rel- 
atively low rates and the other in- 
tangibles are ostensibly taxable at the 
high local ad valorem rates applicable 
to real estate and tangible personal 
property. 


The question of the liability of an 
unlicensed foreign corporation to the 
payment of taxes on intangibles is an 
interesting one. Usually, certain 
activity on the part of the corporation 
is necessary before liability arises. 
For instance, the United States Su- 
preme Court has held that a Delaware 
corporation, with no activities in Del- 
aware, which has its principal office 
in West Virginia, could be regarded 
as taxable upon its intangibles in 
West Virginia to the extent that its 
intangibles were not taxed elsewhere.® 
Here there was a “business situs” 
given to the intangibles in West Vir- 
ginia. Ordinarily, the corporation 
must have an office within the taxing 
state or have some other activities 
there which would give rise to juris- 
diction over it, similar to the type of 
jurisdiction which would give rise to 
service of process upon a foreign cor- 
poration. 


If a corporation is active in its state 
of incorporation and also has a busi- 
ness office in another state, it is pos- 
sible that its intangibles may be taxed 
in both jurisdictions. The Supreme 
Court has remarked that the fact that 
the property and business of a North 
Dakota corporation “were entirely in 
another state did not make it the less 
subject to taxation in the state of its 
domicile.” *® The tax involved was a 
property tax on stocks and bonds 


*Wheeling Steel Corporation v. Fox, 1 stc 
q 451, 298 U. S. 193 (1936). 

*Cream of Wheat Company v. County of 
Grand Forks, 1 stc $126, 253 U. S. 325 
(1920). 
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owned by the corporation. In this 
case the Court observed that “the 
Fourteenth Amendment does not pro- 
hibit double taxation.” 


Usually, taxation of intangibles can 
be expected if they arise out of or are 
incident to property owned by a busi- 
ness conducted in the taxing state.’ 
However, it has been held that a for- 
eign corporation was not taxable on 
accounts receivable arising from local 
sales, where shipments were effected 
by delivery to a common carrier be- 
fore reaching the taxing state.*® 


Occupation License Taxes 


In addition to the initial taxes pay- 
able upon the organization of a do- 
mestic corporation or the qualification 
of a foreign corporation, and the 
“annual” franchise taxes paid for the 
privilege of existing as a domestic 
corporation or for the right to do 
business within a state as a foreign 
corporation, there are certain annu- 
ally recurring state, county and mu- 
nicipal “privilege” taxes imposed in 
each state for the privilege of en- 
gaging in a particular type of business 
within the state, county or city. 


In the southern states, this type of 
taxation will be found imposed upon 
almost every conceivable occupation or 
business. It is a source of consider- 
able revenue to states, counties and 
municipalities. In the rest of the 
states, however, the number of occu- 
pations taxed in this way is compara- 
tively small and many businesses are 
not so taxed. 


The state-wide occupation license 
requirements are imposed by state 
legislation, as are most of the county- 
wide requirements, and much of the 


* Colgate-Palmolive-Peet Company v. Davis, 
196 Ga. 681, 27 S. E. 2d 326 (1943); Parke, 
Davis & Company v. Atlanta, 200 Ga. 296, 
36 S. E. 2d 773 (1946). 

* Suttles v. Owens-Illinois Glass Company, 
206 Ga. 849, 59 S. E. 2d 392 (1950). 
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collection and administration of these 
two types falls upon county officials, 
who, when collecting state license 
taxes, act as agents of the state. 


The Supreme Court and the state 
courts have uniformly ruled that an 
unlicensed foreign corporation, fur- 
thering interstate commerce, may not 
be subjected to such state or local 
occupation license taxes.® Rulings of 
the Supreme Court go back many 
years. In 1946 the Supreme Court 
refused to reverse its stand in the long 
line of “drummer cases” extending 
as far back as 1887,° holding that a 
person engaged in interstate com- 
merce could not be subjected to a 
local occupation license tax.’ 


Therefore it may be said that if an 
unlicensed foreign corporation merely 
sends salesmen into a state to solicit 
orders to be filled by the shipment of 
the goods ordered across state lines 
in interstate commerce direct to the 
purchaser, payment of state or local 
occupation license taxes should not 
be regarded as required.’” 


This disposition of an occupation 
license tax problem involving inter- 
state commerce and the exaction of 
a privilege tax is consistent with the 
Supreme Court’s modern holding in 
1951 that a foreign corporation, en- 
gaged strictly in interstate commerce, 
was not subject to the Connecticut 
corporation franchise tax, based upon 
apportioned net income, as revealed 
in the case of Spector Motor Service, 
Inc. v. O’Connor.*® 


* Robbins v. Shelby County Taxing Dis- 
trict, 120 U. S. 489 (1887); Corson v. Mary- 
land, 120 U. S. 502 (1887); Stockard v. 
Morgan, 185 U. S. 27 (1902); Nippert v. 
City of Richmond, 2 stc { 200-011, 327 U. S. 
416 (1946). 

* Robbins v. Shelby County Taxing District, 
cited at footnote 9. 

“ Nippert v. City of Richmond, cited at 
footnote 9. 

*® See authorities in McGoldrick v. Berwind- 
White Coal Mining Company, 1 stc J 532, 
309 U. S. 55-57 (1940), particularly note 11. 
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Many occupation license taxes are 
renewable before January 1. As there 
is little prorating of such taxes, a 
postponement of business activity and 
of the securing of the original license 
until after January 1 will eliminate 
occupation tax liability for the year 
prior to January 1. Like savings are 
available on discontinuance of business. 


Franchise Taxes 


Franchise taxes are normally ex- 
acted for the privilege of “doing busi- 
ness” within a state. Therefore, if 
an unlicensed foreign corporation is 
not doing intrastate business, it should 
not be regarded as subject to a fran- 
chise tax. 


A company engaged strictly in fur- 
thering interstate commerce has been 
held by the Supreme Court not to be 
subject to a franchise tax measured 
by apportioned net income.** The 
states which impose franchise taxes 
of this type are Connecticut, Massa- 
chusetts, Montana, New Jersey, New 
York and Vermont. 


Turning to states which impose 
franchise taxes on bases other than 
apportioned net income, it has been 
held by the Supreme Court that a 
franchise tax, so based, may not be 
imposed upon a foreign corporation 
engaged strictly in interstate com- 
merce.*® 


There are, however, definitions in 
a number of state corporation fran- 
chise tax laws which indicate an in- 


*2 stc J 200-044, 340 U. S. 602 (1951). 

* Spector Motor Service, Inc. v. O’Connor, 
cited at footnote 13. 

* Ozark Pipeline Corporation v. Monier, 1 
stc J 136, 266 U. S. 555 (1925); Alpha Port- 
land Cement Company v. Massachusetts, 1 
stc J 246, 268 U. S. 203 (1925); Alabama v. 
Transcontinental Gas Pipe Line Corporation, 
4 stc J 250-085, —- So. 2d — (1960). 





tention to tax corporations which own 
property within the taxing state.*® 
These are California, Connecticut, 
New Jersey, New York, Oklahoma, 
Oregon and Vermont.” 


Foreign Commerce 


Let us consider for a moment for- 
eign commerce and the possible liability 
of an unlicensed foreign corporation 
to payment of state or local taxes 
where foreign commerce is furthered. 


States have not been active in pur- 
suing corporations engaged strictly in 
foreign commerce with a view of col- 
lecting franchise taxes from them. 
There is perhaps only one decision 
which indicates that a state may not 
impose a franchise tax upon a corpo- 
ration where its capital employed in 
the state consisted exclusively of im- 
ported goods in the original packages 
in which they were brought into the 
state.** The fact that the corporation 
was qualified and that the franchise 
tax could not be imposed under such 
circumstances may have dissuaded 
states from going out of their way to 
attempt to tax corporations engaged 
in foreign commerce. 


As to property taxes on property 
imported from a foreign country, the 
Supreme Court has held that goods 


* California: Sec. 23101, Revenue and 
Taxation Code; Regulation 23101; Connecti- 
cut: G. §., 1958, Sec. 12-213; New Jersey: 
R. S. 54: 10A-2; New York: Tax Law, 
Art. 9A, Sec. 209(2); Tax Law, Art. 9, 
Sec. 182; Oklahoma: O. S. Tit. 68, Ch. 17, 
Sec, 644.3; Oregon: O. R. S., Sec. 317.010 
(7); Vermont: V.S., Sec. 949 (IIT). 

* The California, Connecticut, New York, 
Oregon and Vermont taxes are measured 
by apportioned net income. 

* Anglo-Chilean Nitrate Sales Corporation 
v. State of Alabama, 1 stc { 137, 288 U. S. 
218 (1933). 

*® Hooven & Allison Company v. Evatt, 2 
stc § 200-007, 324 U. S. 652 (1945). 

* Texas Transport & Terminal Company, 
Inc. v. City of New Orleans, 264 U. S. 150 
(1924); McGoldrick v. Gulf Oil Corporation, 
1 stc $534, 309 U. S. 414 (1940); Gdynia 
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sent to a plant in this country for 
manufacture could not be subjected 
to property taxes preliminary to such 
manufacture.” There are a few de- 
cisions holding that certain city taxes 
could not be imposed where foreign 
commerce was furthered.” 


Generally, therefore, it is likely, 
where foreign commerce is the only 
activity which is engaged in, that the 
states will leave corporations carrying 
on such activities pretty much alone, 
so far as the collection of state taxes 
is concerned. There are exceptions 
to bear in mind, of course — those 
states which have, by legislation or 
regulation, indicated they regard cor- 
porations engaged in foreign commerce 
as subject to their net income taxes: 
Arizona, California, Georgia, Hawaii, 
Louisiana, Mississippi, Oregon, Penn- 
sylvania, South Carolina and Utah.” 


Net Income Taxes 


The states may be divided into two 
groups today—those which attempt 
to tax the net income of unlicensed 
foreign corporations engaged in fur- 
thering interstate commerce only and 
those which make no attempt to reach 
out and tax such companies. 


In the taxing group there are 24 
states.22, The balance of the states 


American Line, Inc. v. Taylor et al., 293 
N. Y. S. 613 (1934). 

* Ariz, Rev. Stat. Sec. 43-101(aa); Cal. 
Rev. & Tax Sec. 23040; Colo. Rev. Stat. Sec. 
138-1-3(1); Ga. Code Sec. 92-3113; Hawaii 
Rev. Laws Sec. 121-4-(c)(1); La. Reg. 
ITR 31.3; Minn. Stat. Sec. 290.03; Miss. 
Code 9220-12 (1)(a); Ore. Rev. Stat. Sec. 
318.020(2); Pa. Act of Aug. 24, 1951, Sec. 
3; S. C. Code Sec. 65-222.1 as am by Acts 
1960, H. B. 1865, Sec. 4; Utah Code Ann. 
Sec. 59-13-66, as added by Laws 1959, Ch. 13. 

* Alabama, Alaska, Arizona, Arkansas, 
California, Colorado, Connecticut, Georgia, 
Hawaii, Idaho, Kansas, Kentucky, Louisiana, 
Maryland, Minnesota, Mississippi, North 
Carolina, Oregon, Pennsylvania, South 
Carolina, Tennessee, Utah, Virginia and 
Wisconsin. 
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which impose such net income taxes 
other than franchise taxes presently 
seem to be satisfied to collect their 
taxes without seeking to tax interstate 
companies. In part, this may be be- 
cause if they did so, some foreign 
corporations now paying their taxes 
might conisder moving to a state 
which does not have a net income tax 
or which, if having a net income tax, 
does not attempt to tax such companies. 


There was a time, prior to 1930, 
when it seemed well established that 
a state could not impose a net income 
tax upon unlicensed foreign corpora- 
tions engaged strictly in interstate 
commerce. Behind this concept were 
decisions of the Supreme Court of the 
United States involving the Massa- 
chusetts excise tax.” 


In its original 1933 net income tax, 
Minnesota reached out to tax foreign 
corporations whose business in Min- 
nesota consisted exclusively of inter- 
state commerce.** California in 1937 
enacted a separate income tax act to 
reach such interstate corporations. 


Soon after, other states such as 
Georgia, Colorado and Arkansas 
amended their laws to follow the lead 
of Minnesota and California. The 
California Income Tax Act of 1937, 
designed to tax income of interstate 
companies and upheld in the state su- 
preme court primarily upon the au- 
thority of service of process cases, 
was taken up to the Supreme Court 
of the United States and affirmed ina 
brief per curiam opinion in 1946," 


* Cheney Brothers Company v. Massachu-. 
setts, 1 stc $135, 246 U. S. 147 (1918); 
Alpha Portland Cement Company v. Massa- 
chusetts, cited at footnote 15. 

* Laws of 1933, Ch. 405. 

* West Publishing Company v. McColgan, 
166 P. 2d 361 (1946), aff'd, 328 U. S. 823, 
329 U. S. 822 (1946). 

** Cited at footnote 13. 

* Northwestern States Portland Cement 
Company v. Minnesota; Williams v. Stock- 
ham Valves & Fittings, Inc., 4 stc J 200-002, 
358 U. S. 450 (1959). 


Doing Business in Other States 


In the meantime the Spector Motor 
Service case,”® which had been begun 
in the early 1940’s, was on its way 
through the courts. In 1951 in this 
case the Supreme Court laid down the 
rule that a state may not tax a foreign 
corporation for the privilege of doing 
business within the state, when the 
business consists solely of interstate 
commerce. The tax in question was 
the Connecticut franchise tax, meas- 
ured by net income apportioned to 
the state. 


In 1959 the Supreme Court held in 
the Northwestern States Portland Ce- 
ment Company case ** “that net income 
from interstate operations of a for- 
eign corporation may be subject to 
state taxation provided the levy is 
not discriminatory and is properly 
apportioned to local activities within 
the taxing state forming sufficient 
nexus to support the same.” 


The Court distinguished the Georgia 
and Minnesota levies before it, neither 
being imposed for the privilege of 
engaging in interstate commerce, 
from an income tax imposed for such 
a privilege. It observed that “it is 
beyond dispute that a state may not 
lay a tax on the privilege of engaging 
in interstate commerce. Spector 
Motor Service v. O’Comnor ... .” 


There are six states which impose 
net income taxes for the privilege of 


doing business.** Only seven states 
are left which could apparently take 
advantage of the Northwestern States 
case, but have not done so.”® 


** Connecticut, Massachusetts, Montana, New 
Jersey, New York and Vermont. Tennessee’s 
Ch. 252, Laws of 1959, designed to tax 
corporations exclusively in interstate com- 
merce “upon the privilege of being in receipt 
of or realizing net earnings in Tennessee” 
was held unconstitutional in June, 1960, in 
Jack Cole Company v. McFarland, by the 
Tennessee Supreme Court. 

* Delaware, lowa, Missouri, New Mexico, 
North Dakota, Oklahoma and Rhode Island. 
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Federal Interstate Income Law.— 
Injected into the state net income tax 
picture is the federal. interstate in- 
come law of 1959.°° This bars a state 
or political subdivision from imposing 
an income tax on income derived 
from interstate commerce, if the only 
business activities within the taxing 
state are limited to certain specified 
types of solicitation of orders. The 
act does not apply to domestic cor- 
porations of a state. 


The federal interstate income law 
is narrow in scope, exempting from 
state and local income tax only cor- 
porations which merely solicit orders 
within the taxing state, approved or 
rejected outside the taxing state, and 
followed, upon approval, by shipment 
or delivery from a point outside that 
state across state lines to the local 
customer. 


The act is uniform in that it at- 
tempts to restrict certain states in 
the scope of their net income taxation 
of foreign corporations. Doubt has 
been raised in some quarters as to its 
constitutionality and quite possibly 
it may be tested before long. In the 
meantime, many of the states which 
have been active in reaching the in- 
come of unlicensed foreign corpora- 
tions engaged in interstate commerce 
will no doubt be guided by it. 


Thus, the matter will probably rest 
until at least July 1, 1962, when a report 
is to be made to Congress by the House 
Judiciary Committee and the Senate 
Finance Committee. After this report 
is presented, Congress may consider 
legislation providing uniform stand- 
ards to be observed by the states in 
imposing income taxes on interstate 
receipts of unlicensed foreign corpo- 
rations. 


*P. L. 86-272; S. 2524, signed by the 
President, September 14, 1959. 

* Paul F. Mickey and George B. Mickum, 
III, “Congressional Regulation of State Taxa- 
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The Supreme Court, in the Spector 
case, ruled that an income tax im- 
posed for the privilege of doing busi- 
ness cannot be applied to a company 
engaged strictly in interstate com- 
merce. There is no distinction made 
in the federal interstate income law 
between net income taxes which are 
imposed for the privilege of doing 
business and those which are not. 


It is conceivable, but perhaps some- 
what unlikely, that Congress may 
eventually extend the scope of the 
present federal interstate income law 
to embrace all interstate commerce. 
As to state net income taxes, the 
result of such legislation would be to 
restore their scope to the limits gen- 
erally applying to business corporations 
in the middle 1920’s, when inter- 
state commerce was regarded as more 
or less sacrosanct. More likely to re- 
sult from the House Judiciary and 
Senate Finance Committees’ recom- 
mendations would be legislation re- 
lated to methods of apportionment in 
an endeavor to bring about uniformity. 


It has been suggested that the com- 
mittees might well go beyond con- 
sideration of state net income taxes 
only and explore all state taxes to 
which business corporations and others 
engaged in interstate commerce are 
subject.** 


Gross Income Taxes 


Strictly speaking, there are only 
three states which impose a gross 
income tax. These are Indiana, 
Washington and West Virginia. A 


“peculiarity of these taxes is that there 


is no provision for allocation and, in 
reporting, taxable gross income from 
state sources is segregated. 
Considerable litigation has arisen 
in connection with these taxes. Gross 


tion of Interstate Commerce,” North Caro- 
lina Law Review, February, 1960, pp. 119, 153. 
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income taxes have been held not to 
apply to gross receipts from interstate 
commerce.** Generally, it may be 
said that foreign corporations which 
are engaged only in interstate busi- 
ness do not report and pay such a tax, 
although they may be occasionally 
approached by these states to estab- 
lish that they transact only interstate 
business. 


The Michigan business receipts tax 
was recently held to be an income tax 
by the Michigan Supreme Court.* 
The provision for an apportionment 
formula was regarded as distinguish- 
ing this tax from the Indiana gross 
income tax. The Northwestern States 
Portland Cement Company decision 
was found controlling. The court dis- 
cerned parallels in Minnesota’s use of 
the Massachusetts apportionment 
formula in its income tax and in 
Michigan’s use of it in its business 
receipts tax. Thus, Michigan com- 


panies carrying on business in inter- 
state commerce only, will likely be 


regarded as taxable to the extent that 
the Northwestern States decision ap- 
plies, as affected by the federal inter- 
state income law. 


Retail Sales Taxes 


In 1934, New York City was the 
first jurisdiction to impose a retail 
sales tax, as we know it. Soon after, 
states began to impose state-wide sales 
taxes until today 34 states and the 
District of Columbia impose such 


J. D. Adams Manufacturing Company v. 
Storen, 1 stc $529, 304 U. S. 307 (1938); 
Gwin, White & Prince, Inc. v. Henneford, 
1 stc 7531, 305 U. S. 434 (1939); James v. 
United Artists Corporation, 1 stc 7530, 305 
U. S. 410 (1939). 

* Armco Steel Corporation v. Michigan, 4 
stc 250-098, 102 N. W. 2d 552. Appeal filed 
in the Supreme Court of the United States, 
July 8, 1960. 

“Certain counties and cities in Alabama, 
California, Illinois, Louisiana, New York and 
Utah; certain cities only in Alaska, Colorado, 
Mississippi, New Mexico and Virginia. 
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taxes. In a number of states, retail 
sales taxes are imposed by counties 
or cities, or both.** 


Today it is accepted that the retail 
sales tax applies ordinarily to sales 
of taxable tangible personal property 
which is in the taxing~state at the 
time of sale. 


Soon after the New York City Sales 
Tax was imposed in 1934, a question 
arose regarding the taxability of orders 
placed with department stores in 
New York City, where shipment was 
made to the purchaser located out- 
side of New York City. The city 
ruled that such transactions were not 
taxable. Out of this has grown the 
general attitude of the states which 
impose retail sales taxes of not taxing 
similar transactions where goods are 
shipped out of the state immediately 
after purchasing is effected.*® 


The Norton case,* which went up 
to the Supreme Court from Illinois, 
gave an indication of-how far the 
Supreme Court is prepared to go in 
permitting sales to be gathered into 
the base of a tax. There, all sales 
utilizing an Illinois branch office and 
warehouse, either in receiving the 
orders or distributing the goods, were 
regarded as subject to the tax. 


It was in 1940 that the New York 
City Sales Tax first came before the 
Supreme Court of the United States 
in the Berwind-White case** There 
a foreign corporation with an office 


*The rules governing this type of ex- 
emption, curiously enough, are not usually 
found in the sales tax statutes, but are 
more often found in the regulations. Ex- 
amples are New York City: Reg. Art. 
70(3); Alabama, Rule I, 14-012; Arkansas: 
Art. 27; Colorado: Rule No. 45; Connecticut: 
Reg. No. 30. 

* Norton Company v. Department of Rev- 
enue, 2 stc { 200-043, -340 U. S. 534 (1951). 

* Case cited at footnote 12, at p. 33. 





in the city was held required to collect 
the city sales tax on coal sent into 
the city for delivery there, pursuant 
to contracts entered into in the city. 
This involved the sales tax before the 
enactment of the city use tax. 


At the time of the Berwind-White 
case, the Court also rendered another 
opinion involving the New York City 
Sales Tax in which it was held that 
the tax might be imposed upon sales 
which were solicited in the city and 
where possession was transferred to 
the buyer in the city, although the 
orders were subject to approval at an 
office in another state and where re- 
mittances were made to that office.** 
In that case the Supreme Court also 
ruled that sales made by an exclusive 
agent in New York City for a foreign 
corporation, accepted out of the State 
of New York and followed by ship- 
ment of machinery ordered direct to 
the purchaser in New York City, 
could give rise to liability on the 
part of the principal to collect and 
pay the retail sales tax. This fore- 
shadowed the Scripto case,** involving 
the Florida use tax, by 20 years. 


Use Taxes 


A forerunner of the use tax was the 
gasoline tax, collected by the distrib- 
utor. It was because of the upholding 
of the gasoline tax that the Supreme 
Court, when the Iowa use tax came 
before it in 1944, said that “to make 
the distributor the tax collector for 
the state is a familiar and sanctioned 
device.” *° 


Frequently, an unlicensed foreign 
corporation seller merely ships goods 
into the taxing state and the use tax 


applies. The problem of the extent 
to which such a seller corporation 


* McGoldrick v. Felt & Tarrant Manufac- 
turing Company, 1 stc 7 533, 309 U. S. 70 
(1940). 

* Scripto, Inc. v. Carson, 4 stc ¥ 250-009, 
362 U. S. 207 (1960). 
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may be obliged to collect and remit 
the use tax from the purchaser, who 
is primarily liable for the tax, is con- 
trolled by the extent of its contacts 
with the state. 


In early 1960, in Scripto, Inc. v. 
Carson,“ the Supreme Court ruled 
that an unlicensed foreign corpora- 
tion was required to collect the Flor- 
ida use tax on merchandise sold to 
Florida consumers through independent 
brokers. The decision was rendered 
in connection with Florida use tax 
provisions which gave rise to liability 
on the part of the seller where the 
seller effected sales to Florida con- 
sumers through “representatives, in- 
direct representatives, manufacturers 
agents, or by the distribution of cata- 
logs or other advertising matter or by 
any other means whatsoever.” 


An examination of the requirements 
of the states imposing a use tax re- 
veals that Florida’s language would 
require less activity to call for the 
collection of the use tax than any 
other state. Particularly noteworthy 
is the use of the words “or by any 
other means whatsoever.” No other 
state has employed comparable all- 
embracing language, although in many 
the specific activities mentioned ap- 
proach it. 


The Scripto decision assumes far- 
reaching importance because of the 
extension of the Florida use tax re- 
quirements to draw into the state, as 
tax collectors, foreign corporations and 
others with minimum activities re- 
lated to the state. 


There are six states which use the 
distribution of catalogs as an activity 
which would draw the seller into the 
state and make it liable for the col- 
lection of the tax. These are Ala- 


“General Trading Company v. State Tax 
Commission, 1 stc 564, 322 U. S. 335 
(1944). 

* Cited at footnote 39. 
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bama, Florida, Georgia, Pennsylvania, 
South Carolina and South Dakota. 
Missouri and Rhode Island use the 
expression “other advertising matter” 
and perhaps should be classified with 
these states. Rhode Island goes so 
far as to include “telephone solici- 
tations.” 


The rest of the states which im- 
pose a use tax outline activities which 
are more generally understood as giv- 
ing rise to the necessity of use tax 
collection on the part of the seller, 
such as the existence of a local ware- 
house, a sales room, an office or other 
place of business and the presence of 
salesmen and solicitors. 


Only four states, Arizona, Arkan- 
sas, Oklahoma and Washington, ap- 
pear to have no enumeration of such 
local activities which would be re- 
garded as giving rise to use tax 
collection liability. 


The general conclusion may be 
reached that the Scripto case will be 
regarded by the use tax states as per- 
mitting them to apply their own stat- 
utes to the limit in attempting to 
reach foreign sellers and require their 
collection of the use tax. 


It is a practical question, however, as 
to how much investigation the average 
state may actually make in enforcing 
the use tax with respect to companies 
which have little connection with the 
state—particularly those which limit 
their activities to the distribution of 
catalogs or other advertising material. 


Enforcement of the use tax has 
always been difficult. No doubt there 
are many sellers whose activities come 
within the text of the use tax law 
who will defer compliance until there 
are decisions rendered which relate 
more clearly to their own situations, 
particularly where their contacts with 


“P. L. 86-272. Such use tax bills have 
been introduced. (H. R. 12235; S. 3549.) 
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the state are negligible and the nexus 
may be tenuous. 


Practically every state imposing a 
use tax requires the purchaser to re- 
port the use tax if the vendor does 
not collect it and report it. 


Where a seller’s only contacts with 
a state are with purchasers by mail, 
telephone or telegraph, it is not un- 
usual for the seller to be asked by the 
purchaser to collect and remit the use 
tax, in order to relieve the purchaser 
of this obligation. With the Scripto 
case in mind, there may be less reason 
for a seller to be reluctant to comply 
under such circumstances. 


It is possible that if the states 
which impose use taxes should be- 
come very aggressive in their enforce- 
ment of collection, there might be 
clamor for a federal act similar to the 
federal interstate income law.*? There 
is a distinct parallel between the 
state net income tax requirements as 
related to those engaged in interstate 
commerce and the use tax requirements. 


Tax Barriers 


January 1—A Decisive Date.—Jan- 
uary 1 is a significant date for cor- 
porations where the following corporate 
procedures are under consideration: 
(1) incorporation; (2) qualification to 
do business; (3) withdrawal from for- 
eign states; (4) dissolution. 


In a number of states, the time 
when these events are concluded has 
a definite bearing upon the state taxes 
to be paid during the year beginning 
January 1. 


Incorporation and Qualification.— 
For instance, if a company is incor- 
porated or obtains authority to do 
business in several states—all shortly 
prior to January 1—it may be re- 
quired to pay substantial state taxes 





in the following year, beginning Jan- 
uary 1, to its home state or to other 
states, or perhaps to both, which 
would not have been payable for that 
year had its incorporation and such 
qualification been delayed until after 
January 1. 


Usually investigated are state fran- 
chise taxes, income taxes, ad valorem 
property taxes, chain store and other 
occupation license taxes. Since there 
are 45 states. where January 1 is 
a significant date, and which have 
a bearing upon one or more of the 
taxes enumerated, and only five states 
where this date has little or no im- 
portance,® it will be understood why 
it is customary for counsel to inquire 
as to the feasibility of postponement 
of incorporation or qualification, or 
both. 


Perhaps the ten states where Jan- 
uary 1 would be of most interest, in 
the approximate order of their. im- 
portance, are Georgia, Maryland, Vir- 
ginia, Iowa, Louisiana,. Mississippi, 
Alabama, Colorado, Kentucky and 
Missouri. 


Withdrawal and Dissolution.—Like- 
wise, similar savings related to the 
coming year may be available -where 
the formal withdrawal of foreign cor- 
porations is accelerated so as to be 
effective before January 1, or where 
the dissolution of a corporation is ac- 
celerated so as to be completed before 
January 1. 


Coupled with this proper avoidance 
of taxes is the elimination of the time- 
consuming preparation and filing of 
the corresponding tax reports. 


Other Decisive Tax Dates. — In 
reality, the first of each month should 
be given consideration in the same 
way, to learn if any savings can be 


“ Illinois, Maine, Nebraska, Nevada and 
Wyoming. 

“Cheney Brothers Company v. Massachu- 
setts, cited at footnote 23; Macallen Company 
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effected by delaying or accelerating 
the date of incorporation, qualifica- 
tion, dissolution or withdrawal. 


After January 1, July 1 is the most 
significant date. The states where 
this date is important for incorpora- 
tion or qualification are Alabama, 
Arkansas, Florida, Georgia, Kansas, 
Maine, Tennessee, Washington and 
Wyoming. In Maine, the franchise 
tax of domestic corporations is also 
considered. 


Where withdrawal or dissolution 
are involved, Florida, Kansas, Maine, 
Tennessee, Washington, West Vir- 
ginia and Wyoming are important. 


Merger and Consolidation.—W here 
merger or consolidation is contem- 
plated, much the same consideration 
is given to December 31 and June 30, 
and other fiscal year closings, with a 
view of effecting tax savings. Fran- 
chise taxes are perhaps most fre- 
quently considered in this connection. 
The filing of merger or consolidation 
documents is usually made, wherever 
feasible, before the date on which a 
new franchise tax will accrue, thus 
avoiding payment of one or more 
franchise taxes which would other: 
wise be due from merged or consoli- 
dated companies active in the taxing 
state. 


Conclusion 


Where interstate commerce is in- 
volved with respect to state taxation, 
we have come a long distance since 
the 1920’s. In those earlier years, 
interstate commerce was regarded as 
immune from state taxation where 
business corporations were concerned.** 
Furthering interstate commerce only 
was not then regarded as “doing bus- 
iness.” 


v. Massachusetts, 1 stc J 266, 279 U. S. 620 
(1929); Real Silk Hosiery Mills v. Portland, 
1 stc § 361, 268 U. S. 325 (1925). 
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We are opening up the social 
security system to a new concept 

. a type of approach to medical 
care needs, which I think will 
take firm root as a new departure 
in American life.—Jacob K. Javits. 


In those years, statutes were either 
held invalid or held unconstitutional 
when applied to interstate corpo- 
rations.*® 


To be mentioned parenthetically in 
this connection is a section of the 
Federal Social Security Act of 1935.*° 
This section is quite as unique as the 
federal interstate income law of 1959. 
It directs that no employer is relieved 
from compliance with a state law 
calling for payments into an unem- 
ployment insurance fund on the ground 
that he is engaged in interstate or 
foreign commerce. 


The phrase “interstate commerce 
must pay its way,” originally applied 
to telegraph companies,** began to 


appear in ‘state business corporation 
taxation decisions,**® and states began 
to regard interstate commerce com- 
panies as potential sources of income 
beginning with the Minnesota income 
tax law of 1933. At first, California 
and Minnesota seemed to shy away 
from state and federal court tests of 
these laws, or amended laws. Finally, 
in 1945, the California Supreme Court 
upheld its separate interstate income 
tax. law, principally on the authority 
of service of process jurisdiction cases, 
and the Supreme Court affirmed this 
opinion in a brief per curiam opinion.*® 
California and Georgia became more 


“Cheney Brothers Company v. Massachu- 
setts, cited at footnote 23; Ozark Pipeline 
Corporation v. Monier, cited at footnote 15. 

“Sec. 906 of Tit. IX, now Sec. 3305(a), 
Internal Revenue Code. 

“ Postal Telegraph Cable Company v. Rich- 
mond, 249 U. S. 252, 259 (1919). 

“Western Live Stock v. Bureau of Rev- 
enue, 1 stc J 528, 303 U. S. 250, 58 S. Ct. 
546 (1938); Northwestern States Portland 
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aggressive in their enforcement of 
these interstate levies, until finally 
these levies seem to be unfettered 
except by the federal interstate in- 
come legislation and the rule laid 
down in the Spector case that a state 
may not levy a franchise tax meas- 
ured by net income upon an interstate 
company. 


In some states today, it is possible 
that an unlicensed foreign corpora- 
tion may be subject to the same taxes 
as a licensed corporation, with the 
exception of franchise taxes. Because 
of the constantly broadening liability 
of unlicensed corporations to net in- 
come taxes, use taxes, property taxes 
and to withholding and information 
at the source, there have been cor- 
porations which have qualified, even 
though not technically required to do 
so. Such voluntary qualification re- 
moves questions of the use of the 
state and federal courts to enforce 
local contracts. It also grants a free- 
dom of operations not available to an 
unlicensed corporation, since it is re- 
lieved from constantly reviewing 
interstate activities and can maintain 
local stocks of goods, perform local 
services and carry on other intrastate 
activities. Each state’s requirements 
must, of course, be examined sepa- 
rately to weigh the course to be fol- 
lowed. 

There is a New Jersey decision 
pending before the Supreme Court of 
the United States which involves 
qualification of an interstate’ com- 
pany.®® There, an unlicensed foreign 
corporation was held to be doing busi- 
ness, was required to comply with 


Cement Company v. Minnesota, cited at foot- 
note 27; Armco Steel Corporation v. Michi- 
gan, cited at footnote 33. 

“West Publishing Company v. McColgan, 
cited at footnote 25. 

“Eli Lilly & Company v. Sav-on-Drugs, 
Inc., 57 N. J. Super. 291, 154 A. 2d 650, 
aff'd, 31 N. J. 591 (1960). Appeal filed in 
the Supreme Court of the United States, 
June 20, 1960; Docket No. 203. 
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the qualification provisions of the 
Corporation Act and was denied the 
use of the New Jersey courts to en- 
force its fair trade contracts. The 
trial court cited the Northwestern 
States case and asked: “If the levying 
of an income tax on the business of 
a foreign corporation which is gen- 
erated within a state is not a burden 
upon interstate commerce, how can 
it be said that a simple regulatory 
statute, such as the cited sections of 


our Corporation Act, can impose a 
burden upon interstate commerce?” 


If the Supreme Court should agree, 
its ruling might have more far-reaching 
consequences than the Northwestern 
States opinion. Such a result could 


overturn the rule laid down in the 
innumerable decisions of the state and 
federal courts to the effect that quali- 
fication is not required of foreign 


interstate 
[The End] 


corporations engaged in 
commerce only. 


| FROM THE THOUGHTFUL TAX MAN—Continued from page 759 


income midway of the group here 
considered—that is, $4,750. Applying 
the percentages shown for this group, 
such a taxpayer is found to have de- 
ductions in the following amounts: 


$183.35 

227.05 
$252.23 
$195.22 
$133.00 


The amounts stated would be slightly 
higher if the figures for a typical tax- 
payer in this group could be con- 
structed, since the total income from 
which the percentages are found in- 
cludes that on returns not containing 
all of these deductions. For instance, 
contributions averaged for taxable re- 
turns in which they were claimed 


were $195.10, and for nontaxable re- 
turns $234.56. 


.n view of the substantial deduc- 
tions for interest and taxes, it is evi- 
dent that this taxpayer owns his home 
and that it is mortgaged. He paid 
interest on $3,784 of debt if the rate 
was 6 per cent. This debt could have 


Contributions 
Interest 
Taxes 
Medical 
Other 





Federal income tax (20% of $1,359.15 taxable income) 
Medical expenses in addition to those shown below (3% of $4, 750) 


represented installment purchases of 
an automobile and some household 
appliances, but the size of the deduc- 
tion for taxes indicates that it is 
largely mortgage debt. 


His family is a representative one; 
it includes his wife and two other de- 
pendents (the average size of the 
family in an owner-occupied housing 
unit, according to the 1950 census, 
was 4% persons). Both he and his 
wife are under the age of 65. The 
two dependents are minor children. 
He works a short distance from his 
home, and his entire income is from 
wages. Query: How much is required 
to defray the cost of living of this 
family? 

Far be it from our intentions to at- 
tempt to suggest a cash budget upon 
which there would be no disagree- 
ment. We can, however, nail down a 
few items easily proved and, thus, 
get a little way up the road before 
controversy develops. Let’s start with 
the items over which this taxpayer 
had no real control: 


. $271.83 
$142.50 


Deductions, as above, other than contributions: 


Interest 

Taxes 

Medical expenses 
Other deductions 
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$227.05 
$252.23 
$195.22 
$133.00 
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To this point we have a total of 
$1,221.83 concerning which there can 
be no dispute. Our taxpayer had no 
choice concerning these outlays. 

Other cash expenditures which were 
unavoidable, but as to which esti- 
mates are necessary, include amorti- 
zation of mortgage; fire insurance; 
repairs to home; fuel for heating the 
home; electricity, and gas for cook- 
ing; water rent; household and bath- 
room supplies; barber shop; medicines 
and drugs; food; clothes; and trans- 
portation to work, 


The estimate made here for the 
total of these outlays is a minimum of 
$2,739.70. The writer estimated the 
cost of each item, of course, but pre- 
fers not to influence the efforts of the 
reader who might wish to do the 
same. Any such a one who is budget- 
conscious and not reluctant to con- 
sult the manager of his own home 
can probably work up a healthy argu- 
ment. To supply him an advantage 
which he will certainly need, we re- 
mind him that he can find helpful 
statistics in current reports of the 
Department of Labor and the Depart- 
ment of Agriculture. 


To the total of these two groups of 
involuntary outlays—$3,961.53—should 
be added the cost of certain other ac- 
tivities and services in which the tax- 
payer and this family did not have to 
engage, but which are customary in 
this income group: automobile expenses, 
life insurance premiums, telephone 
(party line), tobacco or cigarettes, 
and Christmas for the family. 


The minimum cost of these items is 
estimated at $805. Adding this to 
the grand total of $3,961.53 for in- 
voluntary outlays, we find a grand 
total of $4,766.53 spent, compared 
with the income of $4,750. The esti- 
mate of disbursements can be facreased 
by the living expenses of the one-half 
dependent omitted, based on the cen- 
sus figure mentioned. 


Thoughtful Tax Man 


The Bureau of Labor Statistics has 
published the July, 1960 price indexes 
which may be used by department 
stores using the retail inventory method. 


Nothing has been included for any 
of the following items: recreation, in- 
cluding annual vacation; entertaining 

at least a relative or two; beer, 
liquor or soft drinks; savings to re- 
place the jalopy, television set or re- 
frigerator when worn out; dimes or 
quarters for the church school at- 
tended by the children; repairs to the 
television set; emergency expenses 
(other than medical). 


Yet such was this taxpayer’s capa- 
city for self-denial that he contributed 
$183.35 to his church and to charity 
and welfare. This uncommon display 
of philanthropy and good citizenship 
in the face of a deficit in income should 
not go unnoted. 


It may be, however, that his ability 
in the field of financial management 
has not been given due recognition. 
If he spent nothing on recreation, 
entertaining, beer or a television set— 
as the budget indicates—perhaps he 
did not own an automobile, carry life 
insurance, have a telephone or smoke 
tobacco—yet the proposition that a 
family man who is a good financial 
manager would forego life insurance 
protection does not stand up too well, 
either. 


One can easily become confused in 
trying to reconcile the contributions 
with the deficit, yet there they are 
and, as agreed at the outset, we are 
not questioning any deduction in the 


return. For all we know, it might 
have been prepared by one of those 
seasonal experts who rent vacant store 
fronts during the filing season, hang 
up a sign reading “Income Tax Re- 
turns Prepared Here,” and disappear 
from the scene after April 15. The 
solution to this mystery may have 
disappeared with him. [The End] 
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GUARDING AGAINST DISPOSITION FOR TAX AVOIDANCE— 
Continued from page 768 


likely will be no publicity except in 
the few litigated cases. 

Moreover, the extent to which the 
Service is informed of tax avoidance 
schemes is not a matter of general 
knowledge, nor are the ways of obtain- 
ing the information freely published. 
The tip-off may come to the Service 
in many ways—from a jealous neigh- 
bor, a divorced wife, a disgruntled 
employee, a taxpayer’s business part- 
ner, or a tax practitioner who does 
not want to compete with one who 
is “peddling” a tax avoidance scheme. 


Selection of Returns for Audit.— 
The scheme may be discovered in the 
audit of returns. This usually is more 
reliable. The Service does have sys- 
tematic ways of selecting returns for 
audit which certainly do not assure a 
taxpayer that his scheme will go un- 
noticed. Let us not forget that tax 
avoidance devices are not easy to carry 
out. Quite often the evidence dis- 
covered upon audit does not support 
the rule upon which the taxpayer 
relies. Litigation may ensue; it may 
be expensive; and, on a cold dollar- 
and-cents basis, tax avoidance may be 
a gamble, not good business. 


Odor of Tax Avoidance.—<As a mat- 
ter of fact, the chances are that any 
scheme which has an odor of tax 
avoidance will be found to have been 
conceived with some lapse of judg- 
ment. True, there is confusion. But 
the schemer is not above confusion. 


Legal Handicap for Avoidance.— 
What is more, the schemer is tied to 
one rule, the one he thinks is appli- 
cable. On the other hand, the govern- 
ment has the entire field from which 
to choose a different rule. If its officials 





*On the contrary, I have been quite 
optimistic for some time, which fact is evi- 
denced in part by my articles, “Developing 
a Law of Income Taxation,” 32 Taxes 546 
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are in doubt, they may rely upon all 
different rules which may reasonably 
be considered applicable. 


If this method of attack is not feas- 
ible, that is, if there is no confusion 
and no doubt as to the validity of 
the scheme, we can hardly say there 
is tax avoidance. On the other hand, 
if a scheme is clearly invalid, chances 
are that it will not be employed. If 
it is, there may be criminal aspects 
to consider, for at this point tax avoid- 
ance through confusion may become 
willful tax evasion. 


The Future 


Lastly, I must say I am not pes- 
simistic respecting further develop- 
ment in legal philosophy and principle.** 
The law of income taxation today 
is in much the same condition as all 
law a century ago: in confusion, As 
Justice Holmes described it, it “pre- 
sented itself as a ragbag of details.” 


Then came the pioneers in our law 
schools—Langdell, Ames, Williston, 
Gray, Mechem, Pollock of England, 
Freund, Cooley, and others—who blazed 
the way to orderly, workable systems. 
After these men, others entered the 
field to re-examine, to review and re- 
vise, and to make “restatements” 
bringing the legal profession up to date. 


In the same way—by the ardent 
cooperation of student and teacher— 
progress will be made in the law of 
federal income taxation. It may be 
done, not by just one pioneer in one 
law school but by a group of pioneers 
from many law schools. That is my 
prediction. And it is the law schools’ 
challenge. [The End] 


(July, 1954), and “The Law of Income 
Taxation and Corporate Distributions,” 31 
Notre Dame Lawyer 147 (1956). 
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Take-or-Pay 
Gas-Purchase Contracts 


By E. L. WEHNER and STANLEY H. VOELKEL 


This article discusses a particular type of financial arrangement 

in the gas industry which poses a complicated tax accounting procedure for 
pipeline companies and related taxpayers. Mr. Wehner, a 

partner in the Houston office of Arthur Andersen & Co., is in charge 

of oil and gas tax matters for the entire firm. 

Mr. Voelkel is a tax manager in the Houston office of Arthur Andersen & Co. 


ITHIN the past few years, take-or-pay gas-purchase contracts 

have become quite common; accordingly, the tax practitioner is 
called upon more frequently to advise his clients concerning tax 
problems with respect to the purchaser and seller in a field of tax- 
ation which is relatively new. The purpose of this paper is to discuss 
primarily the tax accounting with respect to take-or-pay gas-purchase 
contracts which, in most instances, will be the same as the book 
accounting. 


How Take-or-Pay Contract Works 


The essential feature of the take-or-pay contract is that the 
purchaser-pipeline company contracts to buy the gas of the seller- 
producer under a long-term contract and agrees to take specified 
minimum quantities of the gas during designated time intervals or 
in subsequent periods called “make-up” periods. If the minimum 
amount of gas is not taken, the purchaser must nevertheless pay for 
it, but he may take the amount of gas paid for as additional gas 
during the make-up period. The make-up period has varied from a 
year or less to the life of the contract; however, the trend has been 
toward the use of short make-up periods. 


In practice, the take-or-pay provision is usually written in one 
of two ways. It provides that the purchaser will pay for the mini- 
mum amount even though he is unable to take the required mini- 
mum. The purchaser has the right to take the make-up gas in a later 
period after the minimum amount for the later period has been taken. 
The amount taken at a later date is determined at either a volume 
amount or a dollar-value amount. If a volume amount is used, the 
seller loses no benefit if the price of the gas remains unchanged, but 
he loses money if the price of gas increases. Therefore, the trend has 
been toward the use of an alternative method whereby the purchaser 
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agrees to make up the deficiency on 
a dollar- or present-value method. 
The choice of the method to be used 
will depend largely upon the relative 
bargaining positions of the purchaser 
and seller. 


Title to the gas usually passes to 
the purchaser when the gas is actu- 
ally delivered to him. 


Tax Problems Affecting Purchaser 


The primary tax problem which 
the purchaser must face is the treat- 
ment of costs applicable to gas paid 
for and not actually taken in the 
current tax year. The Internal Reve- 
nue Service will probably require the 
purchaser to charge such amount to 
a deferred gas-purchase account. As 
the deficiency is made up in later 
years, the costs attributable to the 
make-up gas (on either a volume or 
dollar-value basis) will be credited 
to the deferred gas-purchase account 
and charged to current gas costs. 
This treatment appears to satisfy the 
requirement that the method of ac- 
counting used by a taxpayer must 
clearly reflect income.’ It is under- 
stood that this method of accounting is 
also acceptable under the regulations 
of the Federal! Power Commission. 


A situation may come about where- 
by forecasts indicate that the pur- 
chaser will be able, during the make- 
up period, to take only a portion of 
the current year’s deficiency. There- 
fore, the amount paid for gas not 
taken in the current year and esti- 
mated not to be made up within the 
make-up period should be considered 
for accounting purposes as cost of 
gas taken in the current period and 
to be taken during the make-up pe- 
riod. These additional costs should 
be amortized for tax purposes over 
the current year and the remaining 
make-up period. The Federal Power 


* Code Sec. 446(b). 
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Commission will probably accept 
this same treatment for accounting 
purposes. 


In each of the instances described 
in the two preceding paragraphs, the 
Internal Revenue Service may take 
the position that the excess pay- 
ments during a taxable year for gas 
not taken are deductible as a cost of 
gas in the year the make-up period 
expires. However, if forecasts show 
conclusively that the deficiency in 
take will not be made up during the 
make-up period, the  purchaser’s 
method of accounting should prevail 
for federal income tax purposes and 
the Internal Revenue Service should 
allow amortization beginning with the 
current year. 


There is always the possibility that 
the Internal Revenue Service may 
take the position that the cost of gas 
paid for and not actually taken should 
properly be deducted in the year in 
which paid. If the statute of limi- 
tations is closed with respect to any 
prior year, the purchaser is at a dis- 
tinct disadvantage in negotiating for 
the allowance of the deduction for 
the amortization of the deferred gas 
costs. It may, therefore, be appropri- 
ate to consider deducting the full 
amount of such excess gas costs in 
the current year to force the Internal 
Revenue Service into a position of 
allowing the amortization as previ- 
ously discussed. In other words, the 
deduction of the full amount of ex- 
cess gas in the current year will re- 
quire the Internal Revenue Service 
to take a definite position, - allowing 
or disallowing the amounts deducted. 
If the Service disallowed the deduc- 
tion of the full amount of excess gas in 
the current year, the taxpayer would 
then deduct the amortization of the 
deferred gas costs in subsequent years. 
Should the Internal Revenue Service 
then attempt to disallow the amorti- 
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zation of the deferred gas costs, it 
appears that the Service will have 
taken an inconsistent position which 
will open the statute of limitations for 
adjustment of the otherwise closed 
years.” 


The Internal Revenue Service dis- 
tinguishes payments under a take-or- 
pay contract from advance minimum 
royalty payments. If the owner of an 
operating mineral interest is required 
to pay a minimum royalty annually 
whether or not the minerals are ex- 
tracted and if he may apply such 
advance payments as the royalty on 
minerals thereafter extracted, he may 
elect either to deduct the royalty 
payments (1) in the year paid or ac- 
crued or (2) in the year in which the 
minerals for which the royalty was 
paid are sold.* Since the take-or-pay 
contract does not place an operating 
interest in the purchaser, the Service 
will not permit advance payments un- 
der such contract to come under the 
rules for advanced minimum royalties. 


Tax Problems Affecting Seller 


Unlike the purchaser, who is nor- 
mally on the accrual basis, the seller 
may be either a cash-basis or an 


accrual-basis taxpayer. Certain tax 
problems are faced where a take-or- 
pay gas-purchase contract covers 
several properties which are separate 
properties for computing allowable 
depletion. 


The usual take-or-pay provisions 
provide that the seller may retain 
any amount received even though the 
gas is not subsequently taken during 
the make-up period. The seller has 
a free and unrestricted right to the 
prepayments made by the purchaser 
and must include such amounts in 


* Code Sec. 1311. 

* Reg. Sec. 1.612-3(b). 

* North American Oil Consolidated v. Bur- 
net, 3 ustc $943, 286 U. S. 417 (1932); 
Code Sec. 1341. 
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his taxable income* in the year re- 
ceived: in the case of a cash-basis 
taxpayer and, in the case of an ac- 
crual-basis taxpayer, in the year the 
payment becomes due. 


It appears that the full amount of 
income received by the seller during 
the contract period is subject to the 
allowance for depletion since the full 
amount constitutes gross income from 
the sale of gas.° 


In the event that the make-up pe- 
riod expires before the purchaser is 
able to take the gas applicable to the 
advance payment, the Internal Reve- 
nue Service will probably take the 
position that the seller should restore 
to income the depletion deduction 
taken in prior years attributable to 
the portion of the proceeds received 
for gas not actually delivered to the 
purchaser. However, this position 
would not appear to be proper if pro- 
duction is actually sold, since the full 
amount received constitutes gross in- 
come from the sale of gas. 


The preferable financial accounting 
treatment is for the seller to credit 
the minimum payments received, net 
of applicable income taxes, to a de- 
ferred income account (such as “de- 
ferred income, receipts from gas sales 
contracts in excess of production”). 
The amount deferred should be taken 
into income as production is applied 
against the minimum payments. This 
procedure results in recording income 
during the period of actual produc- 
tion and allows a proper matching of 
revenues with related costs. 


To illustrate some of the tax prob- 
lems of the seller, assume that Oper- 
ator S owns two properties in a gas 
field. Property X is developed and 
contains two producing gas wells 


*Reg. Sec. 
*Reg. Sec. 


1.613-3(a). 
1.612-3(b) (2). 





while Property Y has not yet been 
developed. S enters into a contract 
with P, beginning in 1960, to sell or 
make available 100,000 thousand cubic 
feet (MCF) per year from Properties 
X or Y or both at a price of 20 cents 
per MCF. The contract is for 20 


Cash Received Property X Property Y 


$ 5,000 


$20,000 
20,000 
20,000 
20,000 


$80,000 


As has been previously mentioned, 
S must report the $20,000 received 
each year as taxable income subject 
to depletion in the year received or 
accrued, depending on his method of 
accounting. The income and deple- 
tion should be allocated to those 
properties which, at the end of the 
taxable year, are estimated to con- 
tain the gas necessary to satisfy the 
gas allowed to be taken during the 
make-up period. 


It appears that the $20,000 received 
in 1960 and 1961 should be allocated 
to Property X since, at the time, it 
is the only property having produc- 
tion to apply against the make-up 
gas. In 1962, X and Y will each have 
depletable income of $10,000, since 
$5,000 of the depletable income appli- 
cable to X has been applied as make- 
up gas. It appears that in 1963 Prop- 
erty Y will have depletable income 
of $20,000. The Internal Revenue 
Service may require the operator to 
restore to income the depletion taken 
in a prior year on the $10,000 ad- 
vance payment not made up on termi- 
nation of the contract.’ This position 
would not appear to be proper in view 
of the fact that production was actu- 


"Reg. Sec. 1.612-3(b)(2). 
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$30,000 


years, and P may take make-up gas 
in specified four-year periods during 
the life of the contract, after it has 
taken the minimum 100,000 MCF in 
the current year. The activity over 
the life of the first make-up period of 
four years is set out in the following 
schedule: 


Gas Produced (Deficiency) 


ake-up 
($15,000) 
( 10,000) 
5,000 
10,000 


10,000 By 
15,000 $10,000 
30,000 


$40,000 


($10,000) 


ally sold from each property and since 
the full amount received constitutes 
gross income from the sale of gas. 


Treatment of Severance Taxes 


It is understood that severance taxes 
in Texas and Louisiana are due only 
as gas is actually produced. There- 
fore, amounts paid by the purchaser 
under a take-or-pay contract in ex- 
cess of actual production are not sub- 
ject to severance taxes. 


If the gas is actually produced in 
a later year, severance taxes on the 
make-up gas must be paid at the time 
of the severance. 


Treatment of Royalties 

The proper timing of royalty pay- 
ments depends on a legal interpre- 
tation of the oil and gas lease and 
the take-or-pay contract. The lease 
and the contract should, therefore, be 
referred to competent legal counsel. 


In many oil and gas leases, a royalty 
owner is entitled to a fixed percent- 
age of gas actually produced and does 
not participate in amounts received by 

(Continued on page 815) 
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Multicorporation Home Builders 
By LEWIS R. DONELSON, Ill 


The author is the senior partner of the law firm of Donelson & Adams, 
Memphis, Tennessee. In this article he discusses three 
cases deciding important issues in the multicorporation operation. 


F PARAMOUNT IMPORTANCE to all home builders who have 

established as their method of operation the so-called “multi- 
corporation” setup is a December, 1959 decision of the Tax Court of 
the United States, Aldon Homes, Inc., CCH Dec. 23,902, 33 TC 582. 
In that case, the court brushed aside a carefully conceived multicorpo- 
ration operation and lumped all of the income of the various corpo- 
rations for tax purposes in the basic operating corporation of the parties 
controlling the separate corporate entities. The case represents the 
third successful attack by the Commissioner in recent months upon 
multicorporate operations and should require a careful review by all 
home builders of their present methods of operation so as to avoid 
the tax pitfalls created by these three decisions. Another decision 
touching on this point is James Realty Company v. U. S., 59-2 ustc 
{| 9660, which was decided by the United States District Court for 
the District of Minnesota in September of 1959. The third case, less 
directly in point but significant enough to require comment, is 
Biltmore Homes, Inc., CCH Dec. 24,103(M), 19 TCM 268, a Tax 
Court memorandum decision decided on March 25, 1960. 


Before reviewing the detailed facts of the Aldon Homes case, it 
might be well to point out that the Commissioner has three basic 
theories under which he may attack multicorporation setups. The 
first and most sweeping is to allege that the corporations themselves 
are not viable business entities which were created for valid business 
purposes’ and that, accordingly, the Commissioner may disregard 
the separate corporate shell and may lump all of the corporations 
together. The second theory under which the Commissioner may 
attack the multicorporation setup is to prove that the separate corpo- 
ration was acquired for the principal purpose of evading or avoiding 
federal income taxes.’ Finally, the Commissioner may contend that 
a proper allocation of the income between related corporations requires 

2 Gregory v. Helvering, 35-1 ustc J 9043, 293 U. S. 465; Higgins v. Smith, 40-1 
ustc § 9160, 308 U. S. 473; Moline Properties, Inc. v. Commissioner, 43-1 ustc 


{ 9464, 319 U. S. 436; Jackson v. Commissioner, 56-1 ustc J 9506, 233 F. 2d 289. 
* 1954 Code Sec. 269. 
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that all the income of the separate 
corporations be allocated to the major 
operating corporation, which in reality 
is creating and earning the income 
subject to taxation.® 


It can readily be seen that each of 
these theories is substantially identi- 
cal in result and requires very simi- 
lar proof, but the emphasis in each 
theory is somewhat different. It has 
normally been considered that the 
basic theory of the viable business 
entity which results in a disregarding 
of the corporate shell would have to 
be applied to those cases where the 
corporation was not a subsidiary of 
the major operating corporation and 
where considerable care had been 
maintained to prove that the division 
of the income between the corpora- 
tions was fair and reasonable and 
based upon allocations and contracts 
which would have been reached by 
a normal arm’s-length negotiation. 
Thus, it was this theory which was 


applied in the Aldon Homes case. 


Proceeding now to the specific facts 
of that case, they may be discussed 
primarily in relation to those factors 
which were considered as significant 
by the court in disregarding the sepa- 
rateness of the corporations. Stated 
very simply, Aldon Homes was a 
home-building corporation which had 
been engaged in land development, 
home construction and sale for a 
number of years and had established 
for itself a successful reputation in 
the community, both with the pur- 
chasers and with the mortgage and 
lending institutions upon whose sup- 
port most successful home builders 
must invariably depend. Aldon Homes 
acquired a substantial tract of land 
which it intended to develop and use 
for the purpose of erecting homes for 
sale to the public. It obtained the 
necessary funds for development par- 
tially from a group of investors with 


* 1954 Code Sec. 482. 
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whom it had dealt previously and 
who advanced a substantial sum of 
money in the form of bonds to be 
used for the development of the tract. 
Aldon Homes further proceeded to 
have the subdivision approved by the 
lending authority and to actually 
commence work on the development 
of the tract. Thereafter it divided the 
property among 16 alphabet corpo- 
rations, which took lots in the tract 
on a checkerboard basis. Each of the 
16 corporations entered into a con- 
tract with a building corporation for 
the erection of homes on a cost-plus 
basis, and each of the 16 corporations 


- entered into an agreement with the 


same realty company to handle the 
sale of all of the homes. The prop- 
erty was consistently advertised as 
Briarcliff Estates, a single tract, and 
shown as an Aldon Homes project. 
The alphabet corporations were charged 
for the lots on a flat per-lot basis, 
regardless of the size or location of 
the lot and regardless of the expense 
of improving the same. Similarly, the 
alphabet corporations were billed for 
the expenses of construction on the 
basis of the number of houses being 
erected by them, regardless of the 
expenses of the particular house in- 
volved. Finally, when the project was 
completed, in order to assure that 
the investors received the amount of 
profit which had been agreed upon 
by Aldon Homes originally, the liqui- 
dation of the corporations was con- 
trolled so that a substantial premium 
was paid for the retirement of the 
debenture bonds which had been 
issued to the investor group, even 
though the corporations in many in- 
stances had available sufficient cash 
funds to retire these bonds at an 
earlier date. 

It is interesting to note that the 
alphabet corporations were not formed 
until after the property had been 
acquired, the investors secured, the 
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TEST YOUR TAX KNOW-HOW .. . 


May a trucking company take an 
operating expense deduction for a 
fine it paid for overloading? 

(See page 792.) 


subdivision approved and work com- 
menced. Finally, the alphabet corpo- 
rations were all dissolved in unison 
upon completion of the entire proj- 
ect. On the other hand, it should be 
pointed out that throughout the oper- 
ations of the corporations, separate 
corporate minutes were maintained, 
stock was issued and the stockholders 
in the corporations varied somewhat, 
although the over-all relationship among 
the corporations’ stockholders appeared 
to be the same as the ownership of these 
same stockholders in Aldon Homes. 


Moreover, separate records were 
maintained for each corporation, title 
to the property was actually trans- 
ferred to the corporations, loans were 
obtained in the name of the separate 
corporations, and deeds and closing 
papers actually were executed by the 
separate corporations. However, all 
of the bookkeeping work was con- 
ducted by Aldon Homes, and none of 
the corporations had any employees 
of their own other than their stock- 
holder-officers. Appropriate charges 
were, nonetheless, made for the book- 
keeping services furnished by Aldon 
Homes. 


It was on the basis of these facts 
that the Tax Court found that Aldon 
Homes or its stockholders controlled 
the development of the entire tract and 
the distribution of the profits derived 
from it. The Tax Court found these 
facts particularly significant: first, that 
the corporations were formed and used 
only for the purpose of this single 
tract and, second, that all of the oper- 
ations of the 16 corporations were 
confined to one subdivision and the 
expenses of development of the prop- 
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erty and construction of the homes 
were allocated among them on the 
basis of the number of lots owned 
by the corporations rather than the 
actual expenses involved in the de- 
velopment of a particular lot or the 
construction of a particular house 
owned by the corporation. 


Perhaps the most significant fact 
pointed to by the court was the ability 
of the Aldon stockholders to control 
the distribution of profits and the 
retirement of bonds by the alphabet 
corporations in such a manner as to 
satisfy the Aldon obligation to its 
original investors. Finally, the court 
found particularly significant the fact 
that the property was advertised as 
Briarcliff Estates, an Aldon Homes 
project, without any public notifica- 
tion of the separate ownership by 
the 16 alphabet corporations. 


As a result of all this, the court 
held that the corporations were not 
organized for any purpose other than 
the obtaining of tax benefits; that 
they did not carry on the business 
activities which resulted in the profits 
from the development of the tract nor 
any substantial business activities and, 
consequently, did not earn the income 
in question; and that, therefore, though 
the corporations were legal entities 
in form for the purposes of taxation, 
they were unreal, or sham, and were 
to be disregarded. 


What, then, is the impact of this 
decision upon the operations of the 
larger home builder who conducts his 
business customarily through several 
corporations? It would be entirely 
premature to say that the entire 
pattern of multicorporation operation 
had been ruled out by the Tax Court. 
Although this decision is sweeping 
in its implications, it is significant to 
note that the court did not even com- 
ment on the lumping of the income 
from the realty company or the con- 
struction company which were like- 
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wise involved in this project. This 
has led a number of authorities to 
feel that the so-called vertical multi- 
corporation setup is more likely to 
be approved than the more common 
horizontal variety, meaning that the 
division of a subdivision into sepa- 
rate corporations which own the lots, 
construct the houses, and sell them 
to the public may be subject to more 
serious question than the type of 
operation where the land is owned 
by one company, the houses are con- 
structed by another company and the 
houses are sold by still a third com- 
pany. This multicorporation oper- 


ation perhaps could be extended even 
further by dividing the development 
of the land and the construction of 
the homes and by separating the 
building operation itself into divisions 
which might be indicated by the nor- 
mal subcontractor arrangement. 


Finally, it should be remembered 
that this is a decision of the Tax Court 


of the United States, which is the 


court of first resort in these matters, 
and this case will undoubtedly be 
reviewed by the court of appeals and 
perhaps ultimately by the Supreme 
Court of the United States. When 
this case and others which are likely 
to follow on its heels have been re- 
viewed by several courts of appeal 
and a final pronouncement has been 
received from the Supreme Court, 
some definitive conclusions in regard 
to the law of multicorporate oper- 
ation can, doubtless, be made. 
Nonetheless, the decision does point 
out a number of pitfalls which can 
with proper operation be avoided by 
a home builder and recognition of 
which can perhaps protect the validity 
of his multicorporate operation. First, 
the corporations should be continued 
in operation on a permanent basis 
and not be formed for the mere pur- 
pose of owning and developing a few 
lots and houses on a one-time basis. 
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ANSWER TO THE QUESTION 
ON PAGE 791 


No. Allowance of a deduction for 
this ‘‘penalty"’ would be a 
frustration of public policy. 


Second, the expenses incurred by the 
corporations should-be allowed to fall 
naturally among the corporations and 
not be controlled mathematically when 
it is obvious that there normally 
should be more expense in regard 
to one house than to another in 
an over-all subdivision development. 
Finally, care should be taken to see 
that the profits of the multicorpora- 
tion operation are not controlled or 
distorted in a manner which tends 
to conform to the necessities of the 
controlling stockholders of the group 
without regard to the separateness of 
corporate entities. 


Finally, there is nothing contained 
in the decision which would indicate 
that the home builder is not able to 
create a separate corporation for a 
separate subdivision. It is significant, 
however, that the Tax Court brushed 
aside as completely insubstantial four 
business reasons which the corpo- 
rations’ attorneys had advanced for 
the separateness of the corporations: 
first, that it enabled the avoidance 
of a possible general claim against 
the entire project in the event that 
the development of any portion of the 
tract was a business failure; second, 
that it limited possible tort liability ; 
third, that it eased the handling of 
mechanic’s liens; and, fourth, that it 
facilitated the attraction of capital by 
reducing corporate taxes and thereby 
increasing the return to the parties. 
The court felt that the first two were 
covered primarily by insurance and 
workmen’s compensation, the third did 
not prove to be true upon careful 
examination and the fourth was not 
a valid business purpose for the for- 
mation of separate corporations. 
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Perhaps even more startling from the 
point of view of legal conclusions is 
the recent decision of a United States 
district court in the James Realty Com- 
pany case. This case represents an 
attack by the Commissioner under 
the theory, mentioned earlier in this 
article, that the acquisition of a cor- 
poration for the principal purpose of 
evasion or avoidance of federal in- 
come taxes permits the Commissioner 
to disallow the separateness of the 
corporations for federal tax purposes. 
In that instance, the home builder in- 
volved had owned individually a tract 
of undeveloped land which it subdi- 
vided and plotted for a subdivision 
and home development purposes. He 
also owned a construction company 
which was engaged in the building of 
homes and a realty company which 
was engaged in the sale of homes. 
He created a new corporation, trans- 
ferring to it in return for its stock 
certain of the lots in his subdivision. 
The stock was owned by him indi- 
vidually and ultimately transferred 
to other members of his family. This 
corporation then entered into an agree- 
ment with the construction company 
to erect homes on the lots and into an 
agreement with the realty company 
to sell the homes upon completion. 
The corporation then proceeded to 
report a profit of $24,699.05 for the 
first year of its operation. It was not 
dissolved after the sale of the 18 
houses built by it from the first lots 
purchased, but it acquired from an- 
other corporation owned by the same 
stockholders 36 additional lots for 
their development and continued its 
operations. The facts showed that 
the stockholders controlling the basic 
construction company owned eight 
other development companies whose 
sole function was to acquire lots and 
have erected on them by the construc- 
tion company homes at a cost-plus 
basis, which were sold by the realty 
company at a fixed fee or commission. 
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The court held that the new corpo- 
ration was created for the principal 
purpose of tax evasion, and therefore 
disregarded its separateness for tax 
purposes. This resulted in the court’s 
disallowing a separate credit for nor- 
mal tax purposes for the corporate 
entity ; thus, all of its income was taxed 
at 52 per cent. The separateness of 
the corporation was not otherwise 
disregarded, nor did the court hold 
that it would be lumped with either 
the construction company’s income or 
the realty company’s income. 


This case is particularly significant 
because it represents what is, in effect, 
a successful attack upon the vertical 
multicorporation operation. It also 


represents a considerable extension 
of the previously decided meaning of 
that section of the Code under which 
the Commissioner was acting. The 
courts had in most instances previ- 
ously held that the statute only ap- 
plied to instances where a corporation 


was acquired by the same group of 
stockholders who were operating an- 
other related corporation or to in- 
stances where a corporation divided 
its operations by creating a new sub- 
sidiary for purposes of tax avoidance. 
Here the property which was used to 
create the new corporation did not 
come from either of the other corpo- 
rations, but from their stockholders 
individually, and the corporation ac- 
quired was not a going operation. 


It is felt that this decision rests 
on somewhat shaky ground, but if it 
is ultimately sustained, it will permit 
the Commissioner to use the creation 
by anyone of a new corporation as 
ground for disregarding the surtax 
redemption. The Tax Court does not 
even discuss the relationship of this 
corporation with any other corpora- 
tions in such a manner as to hold 
that the ownership of another corpo- 
ration is a condition precedent for 
the application of this statute; it is 
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difficult to see what the outer limits 
of this holding might be. Apparently, 
the effect of the decision is to hold 
that any corporation which is created 
for the purpose of conducting busi- 
ness which results in a tax saving to 
stockholders would be subject to 
attack by the Commissioner. There 
have been a number of previous de- 
cisions which hold exactly to the 
contrary not only on the general prin- 
ciple above stated, but on the specific 
application of this principle to the 
theory here advanced by the Com- 
missioner. 

Here, too, there are some pitfalls 
which might have been avoided by 
the parties so as to strengthen their 
intention that the corporations were 
actually separate. Apparently, the 
eight development companies owned 
by the same stockholders who owned 
the home-building corporation acquired 
various lots in the same subdivision 
on a checkerboard basis. The court 


further suggested in its opinion that 


the price which was charged for the 
lots, the fees which were charged for 
the construction of the homes and 
the sale of the homes were carefully 
controlled so as to result in the best 
mathematical division of the income 
resulting from the entire project 
among the four taxable entities in- 
volved—that is, the developer indi- 
vidually, the construction company, 
the corporation which owned the 
homes and the realty company which 
sold them—thus suggesting that the 
case might also have been success- 
fully attacked on the basis of the allo- 
cation of the income among the three 
corporations under the third and final 
string in the Commissioner’s bow. 
One interesting facet of the James 
Realty Company case is the power of 
the Commissioner to apply this de- 
cision to corporations which have been 
in existence for many years. Since 
the section under which the Com- 
missioner is acting is dependent upon 
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the creation or acquisition of a corpo- 
ration, it might very well be held that 
the failure of the Commissioner to 
attack such creation or acquisition 
within the first three years of its oper- 
ation forecloses future attack upon 
the separateness of the corporate en- 
tity under this theory. 


Of considerably less importance, 
but still significant, is the Biltmore 
Homes case. In that case the Com- 
missioner attacked the separateness 
of the corporation’s operation under 
the allocation theory, particularly be- 
cause the fee to be paid for the con- 
struction of homes appears to have 
been adjusted by the parties at will, 
in order to regulate the income of 
the corporation building the homes. 
That case involved a fee which the 
building corporation had charged to 
the owning corporation for the erec- 
tion of certain homes. The fee was 
said to be $5,160 for each home; but 
it appeared that the building corpo- 
ration actually received only $4,000 of 
this and that $1,100 went to the sav- 
ings and loan corporation which fi- 
nanced the construction of the houses. 
The court held that this juggling of 
the fee was manipulation to control 
the profits of the various organiza- 
tions involved, all of which were con- 
trolled by the same parties. 


The “court said: 


“If we assume that Mutual did re- 
ceive the difference [the $1,100 out 
of the construction fee], it merely 
serves to make the purpose of the 
manipulation not transparent. If suc- 
cessful it would add to the basis of 
3iltmore’s houses by a supposed fac- 
tor of cost of construction and at the 
same time pass along an anticipated 
profit from an organization (Biltmore) 
subject to income tax (and controlled 
by the Coopers) to an organization 
(Mutual), also controlled by the 
Coopers, with a ruling exempting it 
from income tax attendant with the 
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hopes on the part of the Coopers of 
recapturing the profits at some future 
date at capital gain rates.” 


The court then, acting under au- 
thorities permitting it to reallocate 
income between affiliated corporations, 
refused to allow that portion of the 
fee not actually paid to the building 
corporation. 


The importance of this case is to 
point up the dangers involved in 
changing supposed arm’s-length agree- 
ments between affiliated corporations 
such as the fee change in the con- 
struction of homes, the commission 
charged for the sale of homes, and 
similar contractual arrangements 
among affiliated companies which re- 
sult in a distributing of the income 
among them. It is particularly im- 
portant in these instances that the 
transactions be fixed and definite, that 
they represent a reasonable contrac- 
tual arrangement which might have 
been entered into in an arm’s-length 
transaction and that they be changed 


only for bona-fide business purposes 
and on the same type of arm’s-length 
basis as might justify a change be- 
tween unrelated parties. It might be 
best to point out that any change is 
dangerous once the basic contractual 
arrangement has been established. 


It is apparent from a review of 
these three cases that the law on 
multicorporation operations is presently 
in a state of flux and that it is incum- 
bent upon parties operating in this 
fashion to review the mechanics of 
their entire arrangements carefully so 
as to provide the best possible basis 
for recognition of the entire organi- 
zational setup for federal income tax 
purposes. It should be remembered 
that each of these cases was decided 
upon its particular facts and that 
there has been no startling change in 
the law permitting separate corpora- 
tions nor in the law under which the 
Commissioner may attack their sep- 
arateness if they are improperly estab- 
lished or operated. [The End] 
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discussions on the reform study dur- 
ing the latter part of 1959 and early 
1960. Hearings are expected to con- 
tinue early in 1961. 

A sure bet to be enacted in 1961 
by the new Eighty-seventh Congress 
is the annual extension of existing 
corporate and excise tax rates for one 
more year beyond the June 30, 1961 
expiration date. Legislation similar 
to H. R. 10 to provide self-employed 
retirement plans is also certain to be 
introduced in the House in 1961, as 
it has been introduced in every new 
Congress since 1948. 


The Treasury 


Hart H. Spiegel, Chief Counsel for 
the Internal Revenue Service, reor- 
ganized his national office effective 
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September 1, 1960. Two new Associ- 
ate Chief Counsel positions were 
established, and new titles were as- 
signed to most of the operating 
divisions. 

The functions of the Chief Coun- 
sel’s Office have been divided into two 
categories: litigation and technical. 
Rudy P. Hertzog, former assistant 
chief counsel, has been appointed as 
Associate Chief Counsel (Litigation), 
and Herman T. Reiling, former as- 
sistant chief counsel, has been ap- 
pointed as Associate Chief Counsel 
(Technical). Each has been assigned 
staffs of assistant chief counsel and 
technical assistants. 


The divisions under each Associate 
Chief Counsel are as follows: 
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Litigation: 
Tax Court Division (formerly Ap- 
peals Division) 
Refund Litigation Division (for- 
merly Civil Division) 
Collection Litigation Division (for- 
merly Claims Division) 
Joint Committee Division (formerly 
Review Division) 
Enforcement Division 
Alcohol and Tobacco Tax Legal 
Division 
Technical: 
Legislation and Regulations 
Division 
Interpretative Division 
No changes are contemplated in the 
regional counsel offices. 


The Commissioner 
Busy year for IRS.—The 1960 fiscal 


year was a busy one for the Internal 
Revenue Service. 


During fiscal year 1960, which 
ended June 30, 1960, the Internal 
Revenue Service received $91.8 bil- 
lion in gross collections, and taxpayers 
filed more than 94 million tax returns. 
Agents examined 140,000 more tax 
returns during 1960 than in 1959 fiscal 
year, resulting in an increase of $136 
million in recommended tax assess- 
ments. 


Tax increases from enforcement— 
through additional assessments, pre- 
refund audits, delinquent returns ob- 
tained and mathematical verification 
—were almost a quarter of a bil- 
lion dollars over the previous year: 
$2,052,493,000 in fiscal year 1960 
against $1,820,728,000 in 1959. 


New Assistant Commissioner (Ad- 
ministration).—The Commissioner of 
Internal Revenue has appointed Ed- 
ward F. Preston, an IRS career em- 
ployee, to the newly created position 
of Assistant Commissioner (Adminis- 
tration). As Assistant Commissioner, 
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Mr. Preston will supervise the Serv- 
ice’s personnel, training, operating 
facilities, public information and re- 
porting activities. 


The Tax Court 


Two winners of the Irish Sweep- 
stakes ran into tax trouble and have 
asked the Tax Court of the United 
States to review their disputes with 
the Commissioner as to taxes due on 
the winnings. One petitioner con- 
tended she was left at the post when 
the winnings were distributed. 


The petitioner in Tax Court Peti- 
tion No. 88,049 and his partner jointly 
purchased a ticket in what is com- 
monly known as the Irish Hospitals’ 
Sweepstake Lottery. After being no- 
tified their ticket had been assigned 
a horse in a race which determines 
the winner and assured of at least a 
consolation prize, the petitioner irrev- 
ocably assigned two portions of his 
interest in the ticket (20 per cent of 
the total ticket) to trusts for the 
benefit of his daughter and son. The 
horse assigned to the ticket held by 
the petitioner and his partner won the 
sweepstakes race, and the petitioner’s 
aliquot share of the lottery winnings 
was over $69,000. Under the trust 
agreements he distributed a portion 
of his winnings to the trusts. 


The Commissioner held the peti- 
tioner was liable for tax on the entire 
portion of his winnings from the lot- 
tery. The Tax Court has been asked 
to determine whether the entire 
amount is taxable to the petitioner, 
or only the undistributed portion he 
retained after making distributions 
to the trust. 


A similar tax question arose in Tax 
Court Petition No. 88,085, except that 
the petitioner told the court she did 
not purchase the winning ticket nor 
did she receive any of the winnings 
from the lottery. The court was told 
that the winning Irish Sweepstake 
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ticket was purchased by a friend who 
used three names on the ticket. One 
of the names used was “Fanny,” which, 
unknown to her, made her part owner. 
The petitioner told the court that she 
was asked by the holder of the win- 
ning ticket to sign a waiver disclaim- 
ing her interest in the ticket in order 
that he could collect his winnings of 
$140,000. She contends she signed the 
prepared statement without reading 


ODE TO A FARM RETURN * 
By Robert E. Mullins 


its contents, which she assumed was 
a waiver of all her rights to the win- 
nings. The holder of the lottery 
ticket subsequently collected the 
$140,000 in winnings and returned to 
his home in the British West Indies. 


The Commissioner held that the 
petitioner was liable for tax on the 
entire $140,000 Irish Sweepstake win- 
nings, and asserted a tax deficiency 
of almost $103,000. 


This is the time when accountants work late, 

The time of the year when our worries are great, 

When long after dark many a light still burns 

As we struggle along with those damn farm returns. 
There are losses sustained from the summer’s long heat, 
And the gain on the sale of a crop of their wheat. 

They don’t understand and are sometimes amazed 

That the Code makes distinction ’tween purchased and raised. 
Oh, I worry and wonder just what they did buy, 

And they scream for deductions on cows that went dry. 
There’s the price of the pigs and the sale of the hogs, 
The breeding of cattle and the sales of logs. 

There’s the purchase of seed and the sale of a bull, 

The trading of trucks and a rebate from wool. 

All the heifers and calves and ewes and cows 

And the pigs and the shoats and some razorback sows 
Confuse me each time I must make a return, 

And I get so befuddled I’m ready to burn. 

All the talk about chickens and hailstorms and rain 
Makes me feel like I’m just about going insane. 

When you think you have finished, they ’phone “Hey, Joe! 
“There are some refunds from the Farm Bureau.” 

They rave and they howl if they find they must pay; 
For the poor old accountant it’s another black day. 

They yell they’ve been rooked on professional fees, 

And you feel like it’s best to go back overseas. 

Oh, how little they know of the sweat and the toil 

That come from computing their profits from soil! 

But I shouldn’t gripe, ’cause I’ve got it made. 

As long as they come in, I know I'll be paid. 

So buck up, fellows; we’re all young yet; 

We'll be ready next year for the usual sweat. 


* Reprinted from the Spring, 1960 issue of The Virginia Accountant. Mr. Mullins is 
a member of the staff of Layton W. Yancey, CPA, Staunton, Virginia, and of the Blue 
Ridge Chapter for the Virginia Society of Certified Public Accountants. 
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Tax Aspects of a Partner's 
Withdrawal from a Partnership 


By BARRY PERIL 


Mr. Peril is associated with the law firm of Polisher, Steinberg & Yohlin 
in Philadelphia, Pennsylvania. His article is 
reprinted from the March, 1960 issue of the Dickinson Law Review. 


HE WITHDRAWAL OF A PARTNER from a partnership is 

a common business occurrence. This decision may be motivated 
by one of several considerations. The withdrawing partner might 
wish to retire from active business, or disagreements and antagonisms 
between partners may reach a point where one of them feels compelled 
to leave the partnership. Perhaps, because of age, injury or illness, 
a partner may become so disabled he is unable to continue an active 
role in partnership affairs. 

Whatever the reason for the withdrawal, there are basically two 
alternatives which could be used to effect the desired result. First, 
the withdrawing partner can sell his interest either to one or more of 
the remaining partners or to a nonpartner who will subsequently be 
admitted to the partnership. Second, the withdrawing partner can 
have his interest liquidated by the partnership. Under either alterna- 
tive, each party to the transaction is affected taxwise by the course 
of action which is finally adopted. The withdrawing partner will seek 
the “magic” of capital gains and attempt to avoid any ordinary income. 
The remaining partners, or the nonpartner purchasing the interest, 
will want their expenditures to be currently deductible, if. possible, 
or, alternatively, to be depreciated or amortized over some reasonably 
short period. In addition, all parties must determine whether a par- 
ticular transaction will terminate the partnership and close the part- 
nership’s fiscal year, thereby lumping more than 12 months’ income 
into one taxable year. 

Before the Internal Revenue Code of 1954 was enacted, the tax 
law affecting partnerships was controlled by a few scanty statutory 
provisions. Most of the operating rules of law were developed through 
court decisions and administrative rulings. With the advent of the 
1954 Code, an integrated but highly detailed statutory pattern was 
introduced in an attempt to clarify and settle this area of the law. 

A comprehensive discussion of each of these problems is obviously 
beyond the scope of a single article. Instead, the intention here is to 
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outline the various alternatives avail- 
able to all the parties involved, with 
their attendant problems, and to pre- 
sent the relevant statutory provisions 
without attempting to treat one par- 
ticular aspect of the transaction ex- 
haustively. 


Sale of Partnership Interest 


The transaction under discussion 
involves a sale by the withdrawing 
partner to one or more of the remain- 
ing partners or to a nonpartner who 
will subsequently be admitted to the 
partnership, but not to the partner- 
ship as an entity. 


Effect on selling partner.—Prior to 
the 1954 Code, the Commissioner in- 
itially maintained that the sale of a 
partnership interest was in reality a 
sale of the partner’s proportionate 
share in the various specific partner- 
ship assets. The nature of the gain 
or loss was ordinary or capital, ac- 
cording to the nature of the assets 
held by the partnership. However, 
the courts refused to follow this view. 
They adopted the theory that a part- 
nership was an entity and the sale of 
a partnership interest was the sale 
of a capital asset.? After a number 
of adverse decisions the Commis- 
sioner acquiesced in the capital-asset 
approach.* 


Under the 1954 Code, Section 741 
clearly provides that the sale or ex- 
change of an interest in a partnership 
shall result in a capital gain or loss 
to the seller. This rule applies whether 
the partnership interest is sold to one 
or more members of the partnership, 
or to one or more persons who are 


*G. C. M. 10092, XI-1 CB 114. 

* Dudley T. Humphrey, CCH Dec. 8913, 32 
BTA 280 (1935); Stilgenbaur v. Commis- 
sioner, 40-2 ustc $9771, 115 F. 2d 283 
(CA-9); U. S. v. Shapiro, 50-1 uste § 9116, 
178 F. 2d 459 (CA-8, 1949); Swiren v. Com- 
missioner, 50-2 ustc § 9384, 183 F. 2d 656 
(CA-7). 


Partner's Withdrawal from Partnership 


not members of the partnership.* Even 
where the sale results in a termination 
of the partnership (to be discussed 
more fully below), it will receive 
capital-asset treatment.° 


Of course, the selling partner’s share 
of partnership earnings, which have 
accrued from the beginning of the 
current partnership fiscal year to the 
date of the sale, will be taxed to him as 
his distributive share of such earnings.® 


Under the 1939 Code, once the 
capital-asset concept of a partnership 
interest had developed, it was possible 
for a partner to convert ordinary in- 
come into capital gains in the following 
manner: Assume that the partnership 
assets include inventory items which 
will shortly be sold by the partnership 
at a profit, and billings for goods 
already sold or services rendered which 
have not as yet been reported as in- 
come by the partnership. When the 
partnership sells the inventory items 
and collects the outstanding billings, 
it will realize ordinary income, which 
is then taxed to the individual part- 
ners as their distributive shares of 
such income. However, if, before the 
partnership sells this inventory and 
collects on these billings, a partner 
were to sell his partnership interest, 
the gain on this sale would be a cap- 
ital gain, even though the value of 
his interest was in part attributable 
to the existence of these soon-to-be- 
realized ordinary income items. In 
this way the selling partner escapes 
ordinary income tax rates on a portion 
of the value of his partnership inter- 
est. Prior to the 1954 Code this device, 
the so-called “collapsible partnership,” 


*G. C. M. 26379, 1950 CB 58. 

* Regs. Sec. 1.741-1(b). All citations refer 
to the Internal Revenue Code of 1954 and 
the regulations thereunder. 

® Regs. Sec. 1.741-1(b). 

® Code Sec. 706(c) (2). 





had become an acknowledged means 
of tax avoidance.’ 


To meet this situation, Section 751 
of the 1954 Code was enacted. This 
section provides that where a portion 
of the proceeds of a sale or exchange 
of a partnership interest is attributable 
to the transferor partner’s interest in 
unrealized receivables or substantially 
appreciated inventory items, this amount 
shall be treated as ordinary income 
realized from the sale or exchange of 
a noncapital asset. 


Unrealized receivables are defined 
as a right (contractual or otherwise) 
to payment for goods delivered or to 
be delivered, if such goods are not 
capital assets.* Unrealized receivables 
also include any rights to payments 
for services rendered or to be ren- 
dered by the partnership.® Neither 


the statute nor the regulations define 
precisely what type of right is intended 
by the phrase “contractual or other- 
wise.” Presumably any right means 
a legally enforceable one.*® 


Combin- 
ing that concept with the phrases 
“goods to be delivered” and 
“services . . . to be rendered” would 
bring any executory contract for future 
goods or services within the ambit of 
Section 751. How far this literal inter- 
pretation of the statute will be carried 
is as yet undetermined. 


Nevertheless, Section 751(c) excludes 
from the definition of unrealized re- 
ceivables any rights to payment which, 
under the partnership method of ac- 
counting, have already been taken 
into income prior to the time a part- 
ner sells his interest. Thus, an accrual- 
basis partnership will rarely have any 
substantial unrealized amount of re- 
ceivables since, under this method of 


‘Jackson, Johnson, Surrey, Tenen and 
Warren, “The Internal Revenue Code of 
1954: Partnerships,” 54 Columbia Law Re- 
view 1183, 1216 (1954). 

* Code Sec. 751(c). 

* Code Sec. 751(c). 
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accounting, income is considered as 
realized when the right to payment 
becomes fixed and determinable.” 


On the other hand, since a cash- 
basis partnership does not take an 
item into income unless cash or its 
equivalent is received, it is likely to 
have a substantial amount of unreal- 
ized receivables in the form of un- 
collected fees, whether or not billed; 
installment obligations arising from 
the sale of noncapital assets; and 
potential profits on contracts for the 
future delivery of goods. A mere ex- 
pectancy of profits from a favorable 
and continued relationship with cus- 
tomers would not be an unrealized 
receivable, but it would be considered 
in the nature of good will.'? 


Section 751(d) defines “substantially 
appreciated inventory” in the follow- 
ing manner: “Inventory” means assets 
held for sale to customers in the ordi- 
nary course of business and any prop- 
erty which, if sold by the partnership 
or if sold by the partner transferring 
his interest, would result in ordinary 
income or loss, and not capital gain 
or loss. “Substantially appreciated” 
means that the fair market value of 
all inventory items exceeds 120 per 
cent of the adjusted basis to the part- 
nership of such property and that this 
value must also exceed 10 per cent of 
the fair market value of all partner- 
ship property other than money. 


The definition of “inventory” to 
include virtually all assets which, in 
the hands of either the partnership 
or the transferor partner, are non- 
capital assets presents a possible trap 
for the uninformed taxpayer. For ex- 
ample, real property or depreciable 
property used in a trade or business, 


*” H. Rept. 1337, 83d Cong., 2d Sess. (1954), 
indicates Congress was thinking in terms of 
legal rights to payment. See also Mertens, 
Federal Income Taxation, Sec. 35.85. 

™ Regs. Sec. 1.446-1(c) (ii). 

” Mertens, work cited at footnote 10. 


1960 © TAXES —The Tax Magazine 





but held for less than six months, 
would be an inventory item for Sec- 
tion 751 purposes, since the sale of 
such an asset would not result in a 
capital gain.** A partner who is about 
to sell his interest would do well to 
assure himself that the six-month 
holding period had expired and that 
such property was excluded from the 
inventory category. 


Under the regulations, unrealized 
receivables are also inventory items.™* 
This provides a double impact insofar 
as these receivables are concerned. 
In addition to creating ordinary in- 
come to the selling partner as an 
unrealized receivable, it is also used 
as a factor in the determination as 
to whether the inventory items have 
substantially appreciated. In the usual 
case unrealized receivables will have 
a zero basis,” and their entire value 
will represent appreciation. For this 
reason, the inclusion of unrealized re- 
ceivables as inventory will make it 
easier for the Commissioner to find 
that the fair market value of inventory 
items meets the 120 per cent and 10 
per cent tests of substantial appreciation. 


Furthermore, accounts receivable, 
even where they are not unrealized 
receivables, as in the case of an accrual- 
basis partnership, are considered to 
be inventory items.’* Since the basis 
of an account receivable, once it has 
been taken into income, is equal to 
its face amount,’ the inclusion of 
accounts receivable as inventory will 
not affect the 120 per cent test because 
its basis will be equal to its value. 
But the 10 per cent test, as to the 
value of inventory items compared to 
that of the other assets, may be more 





*® Code Secs. 1231(a), 1221(2). 

™ Regs. Sec. 1.751-1(d) (2) (ii). 

* See Regs. Sec. 1.751-1(c)(2). 

* Regs. Sec. 1.751-1(d) (2) (ii). 

* A. B. Culbertson, CCH Dec. 17,725, 14 
TC 1421 (1950); Rabkin and Johnson, Fed- 
eral Income Gift and Estate Taxation, Sec. 
35-03. 
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easily satisfied by the inclusion of 
these accounts. 


The status of any particular asset 
as an “inventory” item is determined 
at two levels.** First, it must not be 
considered as inventory to the part- 
nership. Second, even though a par- 
ticular asset is not considered to be 
an inventory item in the hands of the 
partnership, it may still be deemed 
inventory if, in the hands of the part- 
ner selling his interest, such an asset 
would be regarded as property held 
for sale to customers in the ordinary 
course of business, or would otherwise 
produce ordinary income instead of 
capital gains. This provision is im- 
portant to those partners who are 
dealers in certain types of property, 
such as real estate. Prior to the 1954 
Code it was possible for a partner, 
who was a dealer in real estate, to 
become a member of a partnership 
which had little or no real estate 
dealings and, therefore, not be classi- 
fied as a dealer. If the dealer-partner 
sold his interest in the partnership, 
he would have capital gains, in spite 
of the fact that if he had sold an 
interest in the real estate itself, it 
would have resulted in ordinary in- 
come.” Section 751 prevents treat- 
ment of these assets as capital gains. 
Those partners who are not dealers in 
the type of property under considera- 
tion are, presumably, unaffected by 
this rule. 


Where the partnership assets con- 
sist in part of unrealized receivables 
and substantially appreciated inventory, 
a sale or exchange in whole or in part 
of a partnership interest will result 
in treating a portion of the proceeds 





*™ Regs. Sec. 1.751-1(d) (2). 

*” Atlas, “Problems in Buying and Selling 
Real Property,” Proceedings of New York 
University Tenth Annual Institute on Federal 
Taxation (1952), pp. 57, 66. 





as arising from the sale of a noncapital 
asset, and treating the balance as 
arising from the sale of the partner- 
ship interest, a capital asset.*° Gen- 
erally, the portion of the total amount 
realized, which the seller and purchaser 
allocate to unrealized receivables and 
substantially appreciated inventory in 
an arm’s-length agreement, will be 
regarded as correct.” 


But where the parties make no allo- 
cation among the various types of 
assets involved in their sales contract, 
or where any allocation made in the 
contract is not at arm’s-length, that 
is, between related parties, the Com- 
missioner will presumably determine 
for himself the manner in which the 
sales proceeds should be allocated. 
As a practical matter, the determina- 
tion of the relative fair market values 
of the assets involved should not be 
too difficult in most cases. The unreal- 
ized receivables and the substantially 
appreciated inventory items existing 
at the time of sale will probably be 
sold or realized shortly thereafter. 
Such a subsequent sale or realization 
will generally establish fair market 
value. The problem most likely to 
prove troublesome would seem to be 
the discounting of the unrealized re- 
ceivables due to the time and risk 
involved as to their collection in the 
future. 


That portion of the partner’s adjusted 
basis for his partnership interest to 
be allocated to unrealized receivables 
and substantially appreciated inven- 
tory is an amount equal to the basis 
said property would have had if dis- 
tributed to the selling partner in a 
current distribution immediately be- 
fore the sale under Section 732. Nor- 
mally, this would be equal to the basis 
of these properties in the hands of 





* Regs. Sec. 1.751-1(a) (1). 
** Regs. Sec. 1.751-1(a)(2). 
*® Regs. Sec. 1.751-1(a)(2). 
*® Code Sec. 732(a) (2). 
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the partnership,” limited by the fact 
that this basis shall not exceed the 
adjusted basis of the partner’s interest 
in the partnership.*® 


Gain or loss on the sale of the part- 
nership interest will be determined 
by subtracting the transferor’s basis 
for his interest from the amount real- 
ized on the sale of his interest. In 
determining the transferor’s basis we 
must first consider his basis at the 
time the partnership interest was orig- 
inally acquired. This depends upon 
the manner in which it was acquired. 
Generally speaking, a partnership in- 
terest may be acquired by contributing 
money or property to the partnership, 
by purchasing a partnership interest 
from a member of the partnership, 
by gift or by inheritance. Where the 
interest was acquired by contributing 
money to the partnership, the basis 
at the time of acquisition is the amount 
of money contributed.** If property 
other than money is contributed in 
exchange for the partnership interest, 
the basis of the partnership interest 
so acquired is the adjusted basis of 
such property to the contributing 
partner at the time of the contribution.*® 
This is true even though his partner- 
ship interest, as carried on the books 
of the partnership, reflects the value 
of the contributed property rather 
than its basis to the contributing part- 
ner. Where the partnership interest 
is acquired by purchase from a mem- 
ber of the partnership, the transferor 
partner’s basis at the time of acquisi- 
tion is the price he paid for the inter- 
est.** In the case where a partner 
acquires his interest by gift, he takes 
the donor’s basis as his own. Under 
the Technical Amendment Act of 1958, 
the amount of any gift tax which the 
donor has paid in respect to the trans- 
fer of the partnership interest can be 





* Code Sec. 722. 
* Code Sec. 722. 
* Code Sec. 742. 
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used under certain conditions to in- 
crease the donee’s basis for his partner- 
ship interest.2" If the partner acquired 
his interest by inheritance, his basis 
for this property is the fair market 
value of the interest at the date of 
the death of the deceased partner, or 
its value at the applicable valuation 
date which is used for purposes of 
computing the deceased partner’s fed- 
eral estate tax.*® 


Once the original basis is deter- 
mined, this figure is modified to reflect 
changes resulting from partnership 
operations and distributions. Basis is 
increased by the sum of the partner’s 
distributive shares for the current 
taxable year and for all prior taxable 
years of partnership taxable income, 
by any partnership income which is 
exempt from income tax, and by the 
excess of deductions for depletion 
over the basis of the property subject 
to depletion.”® Basis is decreased by 
the partner’s distributive share of 
partnership losses for the current year 
and for all prior taxable years and by 
those expenditures of the partnership 
not deductible for income tax pur- 
poses and not properly chargeable to 
the partner’s capital account.*® Basis 
is also reduced in the event the part- 
nership distributes money or property 
to the partner.** Where money is dis- 
tributed to the partner, basis is re- 
duced by the amount of the money so 
distributed.** Where property, other 
than money, is distributed to the part- 
ner, basis is reduced by the amount 
of the basis which such property has 
in the hands of the distributee partner 
immediately after the distribution.* 
In the usual case, the amount of this 
latter basis reduction will be the amount 
of the basis which the distributed 


* Code Sec. 615(d). 

* Code Sec. 1014. 

* Code Sec. 705(a)(1). 
” Code Sec. 705(a)(2). 
* Code Sec. 705(a) (2). 
* Code Sec. 733. 
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property had in the hands of the part- 
nership immediately before the dis- 
tribution, but not in excess of the 
difference between the distributee part- 
ner’s adjusted basis for his partnership 
interest and any money distributed in 
the same transaction.** 


Further consideration must be given 
to partnership liabilities when deter- 
mining the adjusted basis of a partner’s 
interest. A partner’s share of partner- 
ship liabilities will increase his basis 
for his partnership interest.*® Any de- 
crease in his share of partnership lia- 
bilities will accordingly decrease his 
basis.** 

It can readily be seen that the basis 
computation can become a complex 
affair, especially where information as 
to prior taxable years may not be 
available or may not be easily inter- 
preted. In this situation, the Code 
and the regulations permit an alterna- 
tive rule for the computation of basis.*” 
This rule will apply only where cir- 
cumstances are such that the general 
rules for determining basis cannot be 
practicably applied or where, in the 
opinion of the Commissioner, the re- 
sult produced by the alternative rule 
will not vary substantially from that 
of the general rule. The alternative 
rule provides that a partner’s basis 
for his partnership interest will be his 
share of the adjusted basis of partner- 
ship property, which would be dis- 
tributable upon termination of the 
partnership. However, even under the 
alternative rule, adjustments may have 
to be made in order to reflect any 
significant discrepancies arising as a 
result of contributed property, trans- 
fers of partnership interests, or dis- 
tributions of property to the partners. 





* Code Secs. 733, 732. 
* Code Secs. 733, 732. 
* Code Sec. 752. 

* Code Sec. 752. 

* Regs. Sec. 1.705-1(b). 





After the transferor’s basis is deter- 
mined, gain is computed by subtract- 
ing the basis from the amount realized 
on the sale of the partnership interest. 
The amount realized, of course, is the 
cash and other property received as 
the proceeds of the sale. The amount 
of the transferor partner’s share of 
partnership liabilities, which is as- 
sumed by the transferee partner, is 
considered to be a part of the amount 
realized.** 


When a partner disposes of his 
entire interest, the partnership year 
closes for him at that time.*® This 
is true even though the partnership 
year does not close for the remaining 
partners. The transferor partner must 
include in his income his share of 
partnership earnings up to the date 
of sale. However, if a partner dis- 
poses of only a part of his interest, 
the partnership taxable year for him 
will continue to its normal end.*® In 
such a case, his distributive share of 
partnership income for the year of dis- 
position will take into account his 
varying interests in the partnership 
during that year.* 

Where the partnership year termi- 
nates for the selling partner, it may 
have the effect of lumping more than 
12 months’ income into the partner’s 
taxable year. For example, assume 
A is an individual reporting his indi- 
vidual income on a calendar-year basis. 
He is a member of a partnership which 
reports on a January 31 fiscal year. 
A sells. his entire partnership interest 
on November 30, 1959. A must in- 
clude in his income for the calendar 
year ending December 31, 1959, the 
following items: 

(1) His share of partnership profits 
for the partnership fiscal year ended 
January 31, 1959.*? 





* Regs. Sec. 1.752-1(d). 

* Regs. Sec. 1.706-1(c) (2). 
” Regs. Sec. 1.706-1(c) (4). 
” Regs. Sec. 1.706-1(c)(4). 
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(2) His share of partnership profits 
for the period from February 1 to 
November 30, 1959. 


(3) His gain, if any, on the sale of 
his interest. 


It can be seen that A will pay tax 
on 20 months’ income in his tax return 
for 1959. The effect of this will be 
to greatly increase A’s annual income 
and, correspondingly, place him in a 
higher tax bracket. To avoid this 
problem, A could sell his interest on 
January 31, 1960. Alternatively, he 
could sell only a part of his interest 
on November 30, 1959. Since he sold 
only a part of his interest, his taxable 
year as to partnership income will not 
close at that point. Then he could 
sell the balance of his interest early 
in 1960, at which point the partner- 
ship taxable year will terminate for 
him, and his share of partnership 
income from February 1, 1959, to the 
date of sale will be taxed to him in 1960. 


Effect on purchaser of partnership 
interest.—The purchaser of a partner- 
ship interest takes as a basis for that 
interest the purchase price he paid 
for it.“* His partnership interest is 
not a depreciable asset and the only 
way he may recoup his basis would 
be to resell this interest. Further- 
more, the general rule is that the 
basis of partnership assets is not 
affected by sales of an interest in the 
partnership by one of the partners.** 


This rule has the practical advantage 
of eliminating complicated adjustments 
to the basis of numerous partnership 
assets, whenever a shift in partner- 
ship interests occurs. For many of 
the smaller partnerships the extra 
bookkeeping costs which would be 
required for these basis adjustments 
would be prohibitive. 


7 Regs. Sec. 1.706-1(a) (1). 
“ Code Sec. 742; Regs. Sec. 1.742-1. 
“ Code Sec. 743(a). 
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The application of the basis rules 
described above could lead to serious 
inequities. When a purchaser of a 
partnership interest acquires an inter- 
est, the price he pays for his interest 
is generally based upon the fair market 
value of the partnership assets. These 
assets may have appreciated in value 
and may be worth substantially more 
than their basis in the hands of the 
partnership. Under the rules described 
above, the purchaser of a partnership 
interest would be unable to recoup via 
an increase in basis for depreciable 
property or for goods held for resale, 
the amount he paid for this apprecia- 
tion in value, since the basis of the 
property in the hands of the partner- 
ship would remain unchanged. To 
relieve this inequity, the 1954 Code 
provides a special partnership election 
to adjust the basis of partnership assets 
when a partnership interest is sold. 
This election is governed by the pro- 
visions of Sections 743, 754 and 755. 
This adjustment affects only the pur- 
chaser of the partnership interest but 
not the other partners. As to the 
purchaser, once the election is made 
and the amount of the basis adjust- 
ment is determined, the resulting basis 
figure is used for all purposes in which 
basis is a relevant factor, including 
sales of partnership property, de- 
preciation, depletion and partnership 
distributions. Note that while the ad- 
justment to basis affects only the 
purchaser of a partnership interest, 
the election to adjust basis is a part- 
nership election in which all of the 
partners must concur.*® For this rea- 
son any new partner contemplating 


the advantages of this election would - 


be well advised to determine, in ad- 
vance, whether all of the remaining 
partners will consent to make this 
election. 


* Regs. Sec. 1.754-1(a), (b). 

“Regs. Sec. 1.754-1(a), (b). The opera- 
tion of Code Sec. 734 is more fully described 
below. 
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The election, once made, applies to 
the year of election and to all subse- 
quent years. It cannot be revoked 
without the consent of the district 
director of internal revenue. 


Section 743(b) provides that upon 
the transfer of an interest in a part- 
nership by sale or exchange, or upon 
the death of a partner, the basis of 
partnership assets may be adjusted 
in accordance with the rules of Sec- 
tion 754. Section 754, in turn, requires 
that any election to adjust basis under 
Section 743(b) will also require an 
election by the partnership to submit 
to the basis election under Section 
734.*° Section 734(b) provides for an 
election to adjust basis whenever 
there is a distribution of partnership 
property to a partner. Thus, once 
having made an adjustment to basis 
in the year of the election when the 
transferee partner has purchased his 
interest, further adjustments to basis, 
either upwards or downwards as the 
case may be, will have to be made 
in the event of a subsequent transfer 
of a partnership interest (whether by 
sale, by exchange, or upon the death 
of a partner) or a distribution of part- 
nership property.*’ The operation of 
Section 734, insofar as it differs from 
that of Section 743, is described below 
in the discussion on liquidation of a 
partnership interest. 


If the partnership assets have ap- 
preciated in value, the adjusted basis 
of these assets will be increased by 
the excess of the transferee partner’s 
basis for his partnership interest over 
his share of the adjusted basis to the 
partnership of all partnership prop- 


erty. Where partnership assets have 
decreased in value, the adjusted basis 
of the partnership assets will be de- 
creased by the excess of the trans- 
feree partner’s share of the adjusted 


* Regs. Sec. 1.754-1(a), (b). 








basis of all partnership property over 
his basis for his partnership interest.*® 


The rules determining which par- 
ticular assets will have their basis in- 
creased or decreased are set out in the 
regulations under Section 755. These 
rules require the following steps to 
be taken: 


(1) Divide partnership assets into 
two classes. The first class is com- 
prised of both capital assets and Sec- 
tion 1231(b) assets. The second class 
encompasses any other partnership 
properties.*® 


(2) Allocate the amount of the ad- 
justment between the two classes of 
assets on the basis of the relative 
values of each class;*° 


(3) The amount allocated to each 
of the two classes of assets is further 
allocated among the specific assets 
within each class in such a way as to 
increase or decrease, as the case may 
be, each specific asset to its fair mar- 
ket value. However, if the over-all 
adjustment is an increase to basis, 
the increase is allocated only to assets 
whose value exceeds its basis. No 
increase in basis is permitted for an 
asset whose value is less than basis. 
If the over-all adjustment is a de- 
crease in basis, the reverse is true. 
No asset whose value exceeds basis 
will have its basis reduced in such 
a case.” 

(4) If good will is carried on the 
books of the partnership, or is re- 
flected in the price at which the part- 
nership interest was sold, then a 
portion of the basis adjustment must 
be allocated to it.** Since good will is 
nondepreciable, if any substantial por- 
tion of the basis adjustment was allo- 
cable to it, the whole purpose of the 





“ Regs. Sec. 1.743-1(b) (1). 

” Regs. Sec. 1.755-1(b). 

” Regs. Sec. 1.755-1(a)(1) (i). 
™ Regs. Sec. 1.755-1(a)(1). 
5175 
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* Regs. Sec. 1.755-1(a)(1)(1V). 
® Regs. Sec. 1.754-1(c). 
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election would appear to be thwarted. 
For this reason, personal service and 
professional partnerships, having few 
tangible assets, will rarely, if ever, 
find this election an attractive one. 


In certain circumstances the elec- 
tion may be revoked, but only with 
the consent of the district director of 
internal revenue. Those situations 
include a change in the nature of the 
partnership business, a substantial in- 
crease in or change in the nature of 
partnership assets, or an increased 
frequency of retirements or shifts in 
partnership interests, so that an in- 
creased administrative burden falls 
upon the partnership. The revoca- 
tion will not be permitted if its pur- 
pose is primarily to avoid stepping 
down the basis of partnership assets 
upon a transfer or distribution in a 
year subsequent to the year of the 
election.™ 


Several observations as to the use- 
fulness of the election to change basis 
are pertinent here. One authority, 
in discussing the practical aspects of 
the optional basis adjustment, said: 


“Few partnerships will be so ven- 
turesome as to make the optional 
basis election, Death, sales and dis- 
tributions may impose a severe ad- 
ministrative burden on the partnership 
which has made the election. There 
will be advantages if the value of the 
partnership assets continue to rise, 
but a severe detriment will ensue if 
values fall.” 


In addition, it should be noted that 
the appreciation in value of the part- 
nership assets should be substantial 
in amount, if the election is to be 
worth the administrative trouble and 
the risk of decline. If any part of the 


“Janin, “Current and Regulatory Dis- 
tributions and Partnership Elections Under 
Section 754,” Proceedings of New York Uni- 
versity Fifteenth Annual Institute on Federal 
Taxation (1957), pp. 95, 114. 
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appreciation is attributable to good 
will, a nondepreciable and virtually 
nonsalable asset, there will be no 
opportunity to recoup this increased 
basis except by selling the partner- 
ship interest. 


Finally, because of the continuing 
nature of this election and the unpre- 
dictability as to when partnership inter- 
ests will be transferred or distributions 
made, the determination of the poten- 
tial benefits of this election presents 
a serious problem of business judgment. 


Where the partnership does not con- 
sent to make the election under Sec- 
tion 743 for the benefit of the incoming 
partner, the 1954 Code provides this 
incoming partner with a further elec- 
tion which he may make, in order to 
reflect the price he paid for his inter- 
est in the basis of partnership assets. 
This election is contained in Section 
732(d) and applies only to partner- 
ship distributions of property. If a 
partner acquires his partnership in- 
terest through a transfer of that in- 
terest (by sale, by exchange or through 
the death of a partner) and within 
two years of the date he acquired his 
interest he receives a distribution of 
property other than money, he may 
elect to have his basis for the prop- 
erty adjusted as if the election under 
Section 743 had been made by the 
partnership.® 


Effect on remaining partners. — 
When the withdrawing partner sells his 
interest, the problem arises as to whether 
this action will terminate the partner- 
ship and affect its right to continue 
using its present fiscal year, assuming 
it does not report on the calendar-year 
basis. If the partnership taxable year 
is closed prematurely because of the 
withdrawing partner’s sale of his in- 
terest, the remaining partners may be 
forced to include partnership income 
in their individual returns prior to 


the time when that income would be 
otherwise included. In such a case, 
if the partnership and the partners 
are on different taxable years, this 
will result in a bunching of income 
from more than one taxable year. In 
this respect the problem for the re- 
maining partners is the same as that 
of the withdrawing partner who sells 
his interest. 


To further aggravate the problem, 
if the partnership fiscal year closes 
and the partnership is terminated, a 
new partnership, consisting of the re- 
maining partners and the newly ad- 
mitted partner, is deemed to have been 
created. Under Section 706(b), this 
new partnership may not change to 
or adopt a fiscal year unless such fis- 
cal year is the same as that of all the 
principal partners. The only excep- 
tion to this rule is when the partner- 
ship establishes, to the Commissioner’s 
satisfaction, a business purpose for 
the adoption of a different year. A 
principal partner is defined as one 
having an interest of 5 per cent or 
more in either partnership capital or 
profits. The effect of these provisions 
is to deny the remaining partners, 
once the partnership has terminated, 
continued use of the old partnership 
fiscal year after the old partnership is 
terminated, except in the unlikely event 
that all the individual principal part- 
ners have the same taxable year as 
the old partnership. Most likely the 
new partnership will be forced to 
operate on a calendar year. 


For tax purposes, a partnership is 
terminated under two circumstances.*’ 
Concepts of “dissolution” or “liquida- 
tion” as defined under state law play 
no part in this determination.** The 
first circumstance occurs when no 
part of the business is carried on in 
the form of a partnership. An ex- 
ample of this situation exists where 





® Regs. Sec. 1.732-1(d). 
* Regs. Sec. 1.708-1(b) (IV). 
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* Code Sec. 708(b). 
* Regs. Sec. 1.706-1(c)(1). 





A and B, each of whom is a 20 per 
cent partner in partnership ABC, sell 
their interest to C, who was a 60 per 
cent partner. Since C is the sole re- 
maining partner, the business is in 
reality a proprietorship, and the part- 
nership is terminated.” 


The second instance of termination 
occurs when, within a 12-month period, 
there is a sale or exchange of 50 per 
cent or more of the total interest in 
partnership capital and profits. For 
purposes of determining this type of 
termination, all sales or exchanges 
within any 12-month period, if there 
is more than one such sale, are aggre- 
gated to determine whether the 50 
per cent requirement has been met. 
Such sale or exchange includes a sale 
or exchange by the withdrawing part- 
ner to another member of the partner- 
ship as well as sales or exchanges 
made to nonmembers.®° Consequently, 
if a partner with a 50 per cent interest 
in the partnership sells his interest to 
the other partners, the partnership 
would terminate. If, instead, the in- 
terest of such 50 per cent partner 
were liquidated by the partnership, 
the partnership would not be termi- 
nated because the liquidation of a 
partnership interest is not considered 
a sale or exchange for this purpose.™ 
Also, a disposition of a partnership 
interest by gift or by inheritance is 
not considered a sale or exchange for 
this purpose.** Furthermore, the con- 
tribution of property to a partnership 
does not constitute such a sale or ex- 
change.** 

In addition, the requirement of Sec- 
tion 708(b)(1)(B) that 50 per cent of 
the total interest in partnership capi- 
tal and profits be sold or exchanged 
means 50 per cent or more of the total 
interest in partnership capital plus 50 
per cent or more of the total interest 


in partnership profits. For this rea- 
son the sale of a 30 per cent interest 
in capital and a 60 per cent interest in 
profits would not be the sale or exchange 
of 50 per cent of the total interest there- 
in. However, in determining whether 
50 per cent of the total partnership 
interest in capital and profits has been 
sold or exchanged, successive sales 
of the same interest are not accumu- 
lated. For example, with respect to 
the ABC partnership, if A sold a 30 
per cent interest in profits and capital 
to D, and later D sold this 30 per cent 
interest to E, there would be no ter- 
mination of the partnership because 
only one 30 per cent interest was 
sold during the 12-month period. If, 
however, A sold a 30 per cent interest 
to D, and B sold a 30 per cent interest 
to E, the 50 per cent requirement 
would have been met since the sales 
involved different interests. Accord- 
ingly, the partnership would be ter- 
minated under those circumstances.® 


Liquidation 
of Retiring Partner's Interest 

Apart from having the retiring part- 
ner sell his interest either to the re- 
maining partners or to a nonpartner, 
the other method of accomplishing his 
withdrawal from the partnership is 
to have the partnership liquidate his 
interest. In this type of transaction, 
the partnership may make payments 
over a period of time to the retiring 
partner. These payments may be com- 
posed of one or more elements, such 
as amounts attributable to the recipi- 
ent’s capital account, his share of un- 
distributed profits, good will, noncapital 
assets or unrealized receivables. 

To clarify the tax effects of these pay- 
ments, a distinctive statutory pattern 
was established by Section 736. 





.708-1(b) (i). 
.708-1(b) (ii). 
.708-1(b) (ii). 
.708-1(b) (ii). 
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Although this section also applies 
to payments made to a deceased part- 
ner’s successor in interest, we shall 
limit our consideration to those pay- 
ments made in liquidation of a with- 
drawing partner’s interest. Section 
736 applies only to payments made 
by the partnership and not to transac- 
tions between the partners individually. 
Partnership payments must be in com- 
plete liquidation of the retiring part- 
ner’s entire interest in the partnership. 
For these purposes a partner retires 
when he ceases to be a partner under 
local law.** In the usual case, this will 
mean that when a partner exercises 
his right of withdrawal, either accord- 
ing to the provisions of the general 
type of partnership agreement or ac- 
cording to his statutory right to do 
so,** state law will no longer regard 
him as a member of the partnership. 


Effects on retiring partner.—Sec- 
tion 736 is divided into subsections 
“a” and “b.” When a partnership 
makes payments in liquidation of a 
retiring partner’s interest, whether or 
not these payments are contingent 
upon the earnings of the partnership, 
the payments must be allocated be- 
tween that portion attributable to his 
interest in partnership assets and lia- 
bilities (governed by subsection “b’’) 
and other payments (governed by sub- 
section “a’). The payments falling 
under subsection “b” are treated as 
liquidating distributions, resulting in 
capital gain or loss to the retiring 
partner, except for amounts attribu- 
table to unrealized receivables or sub- 
stantially appreciated inventory items.* 
The remaining partners are allowed 
no deduction for these payments since 
they represent either a distribution or 
a purchase of the withdrawing partner’s 
capital interest by the partnership.” 


® Regs. Sec, 1.736-1(a) (1) (i). 

* Regs. Sec. 1.736-1(a) (1) (ii). 

® Pennsylvania Statutes Annotated (1915), 
Tit. 59, Secs. 91, 93. 

Regs. Sec. 1.736-1(a)(2), Code Secs. 
731(a) and 751. 
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Payments falling under subsection 
“a” constitute ordinary income to the 
retiring partner and are either ex- 
cludible from the income of the re- 
maining partners or deductible by 
the partnership in a manner described 
more fully below.™* Since the retir- 
ing partner will generally seek the 
maximum amount possible in capital 
gains treatment and the remaining 
partners will attempt to obtain the 
maxiumum amount possible in exclud- 
able or deductible items, it is readily ap- 
parent that the interests between the 
parties are easily drawn into conflict. 


The portion of the payments re- 
ceived which are attributable to the 
retiring partner’s share of partnership 
assets and liabilities fall into the sub- 
section “b” category. In the usual 
case this will be the amount shown 
in his capital account. Generally, 
the valuation placed by the parties 
upon the retiring partner’s interest 
in the partnership property in an 
arm’s-length agreement will be accepted 
as correct. This valuation must re- 
flect the retiring partner’s share of 
partnership liabilities as well as assets.” 

The treatment of partnership good 
will depends upon whether the part- 
nership agreement specifically provides 
for good will payments. If it does, 
then the amount allocable to good 
will is considered a subsection “b” 
item, and an arm’s-length agreement 
fixing a value for good will will be 
regarded as correct.”* If it does not, 
then no amount received by the re- 
tiring partner is attributable to part- 
nership good will. Note that the 
partnership agreement is defined for 
tax purposes as including any modifi- 
cation of the original agreement which 
occurs before the date prescribed by 


™Regs. Sec. 1.736-1(a)(2), Code Secs. 
731(a) and 751. 

™ Regs. Sec. 1.736-1(a)(3) and (4). 

™ Regs. Sec. 1.736-1(b) (1). 

™ Regs. Sec. 1.736-1(b) (3). 








law for the filing of the partnership 
return for the taxable year involved.” 
Amounts attributable to unrealized 
‘¢,9) 


receivables, considered subsection “a 
amounts, are described below. 


Payments made to a retiring part- 
ner for his interest in inventory are 
considered a part of his interest in 
partnership property under subsec- 
tion “b.”** However, payments for 
his interest in substantially appreci- 
ated inventory items are subject to 
the rules of Section 751, and the amount 
by which the payments received for 
these items exceed the partner’s basis 
for such items will represent ordinary 
income to him.” Even though this 
amount will be ordinary income to 
the retiring partner, the partnership 
will not receive a deduction in this 
amount, since it is considered to be 
a subsection “b” item which is capi- 
tal in nature.” To this extent, the 
treatment of substantially appreciated 
inventory items differs from that of 
unrealized receivables. 


Those amounts which do not fall 
under subsection “b” necessarily be- 
come subsection “a” items. This will 
include that portion of the payments 
received which are not attributable to 
the retiring partner’s share in part- 
nership assets and liabilities, to part- 
nership good will if the partnership 
agreement does not specifically pro- 
vide for good will, or to substantially 
appreciated inventory items. Section 
736(a) has two different methods of 
treating these ordinary income amounts 
—as distributive shares of partner- 
ship profits or as guaranteed payments. 


That portion of the payment will 
be treated as a distributive share of 





™* Regs. Sec. 1.761-1(c). 

*® Regs. Sec. 1.736-1(b) (4). 

"Regs. Sec. 1.736-1(b)(4): 
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™ See Regs. Sec. 1.736-1(a)(2) and (b)(4). 

*® Regs. Sec. 1.736-1(a) (3). 
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partnership profits if the amount of 
the payment to the withdrawing part- 
ner is determined with regard to the 
income of the partnership.”* An ex- 
ample of this type of payment is 
“$1,000 a month for ten years, pay- 
able only from net earnings of the 
partnership.” *® The effect of this 
treatment is to reduce the amount of 
partnership profits taxed to the non- 
withdrawing partners.*° For example, 
if partnership net income is $10,000 
and the portion of the withdrawing 
partner’s payments attributable to the 
Section 736(a)(2) distributive share 
is $3,000, then the retiring partner is 
taxed on the $3,000 as ordinary in- 
come and the nonretiring partners are 
taxed proportionately on $7,000. 


The Section 736(a) amount is a 
guaranteed payment, if the amount 
of the payment is determined without 
regard to the income of the partner- 
ship.** Guaranteed payments are de- 
ductible by the partnership, and they 
are ordinary income to the retiring 
partner.** An example of this type 
of payment is “$1,000 per month for 
ten years without regard for partner- 
ship earnings.” ** If the amount of 
the guaranteed payment is $3,000 and 
partnership income before deduction 
of this payment is $10,000, then the 
retiring partner is taxed on $3,000 of 
ordinary income and the nonretiring 
partners on $7,000. 


In the examples given, there is no 
difference in the treatment of dis- 
tributive shares and guaranteed pay- 
ments. However, the difference may 
be important where a loss is involved. 
Thus, assume that partnership income 
is $2,000 and that the retiring partner 
is entitled to receive $3,000. first as 


”’McKay, “Disability, Retirement, or 
Death of a Partner,” Journal of Taxation 
(1959), p. 54. 

” Regs. Sec. 1.736-1(a) (4). 

* Regs. Sec. 1.736-1(a) (3). 

* Regs. Sec. 1.736-1(a) (4). 

* McKay, article cited at footnote 79. 
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a distributive share, and second as 
a guaranteed payment. Under the 
first assumption the retiring partner 
receives and is taxed on $2,000 of 
ordinary income since that is the ex- 
tent of the profits. The nonretiring 
partners report no profits. As for the 
second assumption, the retiring part- 
ner receives and is taxed on $3,000 of 
ordinary income, if he is paid that 
amount, and the nonretiring partners 
have a loss of $1,000 because the guar- 
anteed payment is a deduction from 
partnership income. 


Where payments made under Sec- 
tion 736 are received by the retiring 
partner during the taxable year, he 
must segregate that portion of each 
payment which is attributable to sub- 
section “b” from the remaining por- 
tion attributable to subsection “a.” 


If the partnership agreement pro- 
vides that the retiring partner is to 
receive a fixed amount, whether or 
not supplemented by any additional 


amounts over a fixed number of years, 
each payment will be deemed to con- 
tain that portion of subsection “b” 
items in the same ratio that the total 
amount for all kinds of payments bear 
to the total amount of subsection “b” 


payments. The balance, if any, is 
treated as subsection “a” items.** 
Thus, assume retiring partner A is 
to receive payments from the partner- 
ship totaling $50,000, of which $20,000 
represents subsection “b” items and 
$30,000 subsection “a” items, It is 
agreed that A is to receive $10,000 
annually for five years. Of each 
$10,000 annual payment, two fifths, 
or $4,000, represents subsection “b” 
amounts and three fifths, or $6,000, 
represents subsection “a” amounts. 


If the retiring partner receives pay- 
ments which are not payable in fixed 
amounts over a fixed number of years, 
such payments shall first be treated 
as subsection “b” items to the extent 


~ ™ Regs, Sec. 1.736-1(b) (5) (i). 
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of the value of such items. There- 
after, all payments received shall be 
considered as subsection “a” items.*® 
In this way ordinary income treat- 
ment can be postponed. Thus, assume 
the same facts concerning retiring 
partner A in the example above, with 
the exception that the $50,000 pay- 
able to A is not to be paid at the 
rate of $10,000 annually, but rather 
that A is to receive 30 per cent of the 
profits from the partnership until he 
has received a total sum of $50,000. 
A’s share of partnership profits in the 
first year is $10,000. This amount is 
regarded as including nothing but 
subsection “b” items. In the second 
year A receives $15,000 from partner- 
ship profits. Of this amount $10,000 
is considered to be subsection “b” 
amounts, and $5,000 is a subsection 
“a” amount. Since the full $20,000 of 
subsection “b” amounts have then 
been collected, all further receipts by 
A from the partnership will be con- 
sidered as subsection “a” amounts. 
Because subsection “a” amounts are 
treated as ordinary income to A, this 
method of handling the payments 
defers the ordinary income payments 
until such time as the subsection “b” 
amounts are fully collected by A. 


Since the amounts received as sub- 
section “b” items are considered as 
partnership distributions, gain or loss 
is determined when the amount real- 
ized for subsection “b” items exceeds 
the basis for the retiring partner’s inter- 
est in such items. In other words, the 
cost or basis is recovered first before 
any gain or loss is recognized. But 
where the total payments for sub- 
section “b” items are a fixed amount, 
over a fixed number of years, the re- 
tiring partner may elect an alterna- 
tive method of reporting gain or loss. 
This election is made in his tax return 
for the first year in which he receives 
these payments and is akin to the 


* Regs. Sec. 1.736-1(b) (5) (ii). 
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installment sales provisions which 
apply generally to the sales of other 
types of property.*® The election 
operates to take as the gain or loss 
for each year the difference between 
the amount received that year as sub- 
section “b” items and the portion of 
the adjusted basis of the partner for 
his partnership interest attributable 
to such distribution. This basis com- 
putation is made by multiplying his 
basis for all subsection “b” items to 
be received by him by the amount of 
subsection “b” items received by him 
in that year and then dividing that 
figure by the total amount to be re- 
ceived for his interest in such items.* 


The amount of any payments made 
under subsection “a” are included in 
the recipients’ income for the taxable 
year when the partnership taxable 
year in which the payment represents 
a distributive share ends, or the tax- 
able year in which the partnership is 
entitled to deduct such amount as a 
guaranteed payment.** On the other 
hand, payments under subsection “b” 
are taken into account by the recipi- 
ent for the taxable year in which such 
payments are made.*® 


Effect on remaining partners.— 
Whether a payment for certain items 
is a nondeductible capital expendi- 
ture, or whether it is either excludable 
or deductible from the partnership’s 
income as the retiring partner’s dis- 
tributive share of such income or as 
a guaranteed payment, depends upon 
whether a particular item falls into 
the subsection “a” or “b” category. 
Thus, payments for the retiring part- 
ner’s share in partnership assets and 
liabilities, for good will if the part- 
nership agreement specifically pro- 
vides for it, and for substantially 





See Code Sec. 453. 
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* Regs. Sec. 1.736-1(a) (5). 
*” Regs. Sec. 1.736-1(a) (5). 
” Regs. Sec. 1.736-1(a) (2). 
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appreciated inventory items are con- 
sidered capital-in nature. For all 
other payments the partnership is 
entitled to consider these amounts 
either as the retiring partner’s dis- 
tributive share of income or as a de- 
ductible guaranteed payment.* 


It was pointed out above that a 
partnership will terminate if the busi- 
ness ceases to be conducted as a 
partnership or if within a 12-month 
period 50 per cent or more of the 
total interest in partnership capital is 
sold or exchanged.** However, the 
liquidation of a partnership interest 
is not considered to be a sale or ex- 
change for this purpose.** Therefore, 
payments made under Section 736 
will not be significant in determining 
whether the 50 per cent requirement 
has been met. 


Furthermore, a retiring partner re- 
ceiving payments under Section 736 
is considered to be a partner for tax 
purposes until his entire interest is 
liquidated, even though under state 
or local law he has ceased to be a 
partner.” This rule helps to alleviate 
the problem of a two-man partner- 
ship, where one partner desires to 
withdraw and the other desires to 
continue the business. Without the 
benefit of this rule, upon retirement 
of the withdrawing partner, the busi- 
ness would no longer be conducted 
as a partnership, but rather as a sole 
proprietorship. However, the regula- 
tions are specific in this respect, stat- 
ing that if one member of a two-man 
partnership retires, the partnership is 
not to be considered as terminated, 
or the partnership year closed with 
respect to either partner, until the 
interest of the retiring partner is com- 
pletely liquidated.” 


™ Code Sec. 708. 

* Regs. Sec. 1.708-1(b) (1) (ii). 

” Regs. Sec. 1.736-1(a)(1)(ii) and (a)(6). 
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We must maintain and further 
strengthen the economy at home. This 
involves: Encouragement of a sound 
money policy to stimulate growth and 
expansion of our free enterprise 
system and halt inflation . . . Further 
brighten the outlook for job-creating 
free enterprise through appropriate 
modification of the tax laws; 
effective employment of the antitrust 
laws; and similar actions. 
—Alexander Wiley. 


After the retiring partner is_ paid, 
the remaining partners’ basis for their 
respective interests in the partnership 
will be increased, if the partnership 
assumes the retiring partner’s share 
of partnership liabilities. The amount 
by which each remaining partner’s basis 
for his respective partnership inter- 
ests will be increased is the amount 
by which each such partner’s share of 
partnership liabilities is increased.® 


Nevertheless, a partnership may not 
adjust the basis of partnership prop- 
erty as the result of liquidating distri- 
butions made to the retiring partner, 
unless the partnership makes an elec- 
tion to adjust the basis of its assets 
in accordance with Sections 734, 754 
and 755. The election under Section 
734 must be made in conjunction with 
the Section 743 election previously 
discussed, relating to a nonpartner 
who has purchased a partnership in- 
terest and who has elected to increase 
the basis of the partnership assets in 
order to reflect the purchase price of 
his interest. Both Sections 743 and 
734 provide that the election continue 
in effect from the year of the election 
through all subsequent years, until the 
election is revoked with the district 
director’s permission or until the part- 
nership is terminated.” Nevertheless, 
different rules apply in determining 





52-1(a)(1). 
™” Regs. Sec. 1.734-1. 
* Regs. Sec. 1.754-1(a) and (b). 
* Regs. Sec. 1.734-1(b). 
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the amount of the adjustment and the 
allocation of the adjustment among 
particular assets. Furthermore, while 
the election under Section 743 applies 
only to the transferee partner, the 
election under Section 734 affects all 
members of the partnership. 


When a distribution in complete 
liquidation of a partner’s interest is 
made by the partnership, the adjusted 
basis of the partnership assets is in- 
creased by (1) any gain recognized 
under Section 731(a)(1) to the re- 
tiring partner because he received 
money in excess of his basis for the 
partnership interest or (2) the excess 
of the adjusted basis to the partner- 
ship of any property distributed to the 
retiring partner over the basis which 
such property has in the hands of the 
retiring partner after the distribution, 
as determined by Section 732." 


The basis of partnership assets will 
be decreased by (1) any loss recog- 
nized to a partner on liquidation un- 
der Section 731(a)(2) because cash 
and unrealized receivables and inven- 
tory did not equal the basis of his 
partnership interest or (2) the excess 
of the basis of any distributed prop- 
erty to the distributee as determined 
under Section 732, over the adjusted 
basis of such property to the partner- 
ship immediately before the distribu- 
tion.*® In computing both increases and 
decreases in basis, any special basis 
adjustment which has been made under 
Section 743(b) in respect to a trans- 
feree partner is included in determin- 
ing what the basis was to the retiring 
partner receiving the distribution.’ 

Where the distribution is in prop- 
erty other than cash, the assets whose 
basis is affected are those assets of 
a character similar to the distributed 
property.*"* Where the distribution is 





” Regs. Sec. 1.734-1(b). 
™ Regs. Sec. 1.734-1(b). 
™ Regs. Sec. 1.755-1(b)(1). 





in cash, the adjustment applies only 
to capital assets and Section 1231(b) 
property." In the cases where the 
required increase or decrease in basis 
cannot be made because the partner- 
ship owns little or no property of 
the character required to be adjusted, 
the adjustment will be made when the 
partnership subsequently acquires prop- 
erty of a like character to which an 
adjustment can be made.’ 


Comparison of Two Plans 


The tax results are in many re- 
spects the same whether a sale is 
made by the retiring partner to his 
associates or whether a liquidating 
distribution under Section 736 is made. 
A sale to the other partners gives the 
retiring partner possible capital gains 
on the amount of the sale price which 
exceeds the basis of his interest. The 
same result will obtain under Section 
736 if an express provision in the 
partnership agreement includes pay- 
ment for good will. In either case, 
the remaining partners will be denied 
a deduction or an exclusion for such 
payments. 


Where payments are attributable to 
unrealized receivables or to substan- 
tially appreciated inventory items, the 
retiring partner will receive ordinary 
income. In the case of substantially 
appreciated inventory items, the re- 
maining partners cannot deduct or 
exclude these amounts from the part- 
nership income.** However, since 
unrealized receivables are specifically 
considered as subsection “a” items, 
the remaining partners can deduct or 
exclude amounts attributable to these 
items if the liquidation under Section 
736 is in effect.?” 





Regs. Sec. 1.755-1(b)(1). Sec. 1231(b) 
property includes, among other property, 
real and personal property which is used in 
the trade or business depreciable under 
Sec. 167 and held for over six months, pro- 
vided this property is not inventory, held 
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Where the partnership interest is 
sold, the unrealized receivables are 
immediately taken into income. How- 
ever, where the partnership interest 
is liquidated, such receivables con- 
tinue to be reported on the partner- 
ship fiscal year by virtue of Section 
736. This is a distinct advantage 
when unrealized receivables are a 
significant part of the interest. By 
the continued use of the partnership 
fiscal year, the bunching of more than 
one year’s income is avoided. 


As to the danger involved in termi- 
nating the partnership, Section 736 
appears to have distinct advantages. 
Since the liquidating distribution is 
not considered to be a sale or ex- 
change, and since the retiring partner 
is considered to be a partner until he 
is completely paid, the danger of termi- 
nation may be eliminated, except in 
the case of the two-man partnership. 
Even in the latter case the danger is 
minimized, because the parties can 
fix the date when the retiring partner 
is to be fully paid, and thereby con- 
trol the effects of the termination of 
the partnership. On the other hand, 
these advantages cannot be obtained 
when the partnership interest is sold. 
Where the withdrawing party is suc- 
ceeded by a nonmember of the part- 
nership, the sale to the incoming 
partner would fall within the 50 per 
cent rule for purposes of termination, 


-because it is a sale or exchange. 


However, if the transaction provided 
for liquidation of the retiring part- 
ner’s interest and the incoming part- 
ner obtained his interest by contributing 
cash or money to the partnership, there 
would be no sale or exchange and no 
danger of termination. Neither the 
liquidation of the retiring partner’s 


primarily for sale in ordinary course of 
business, or a copyright or composition 
described in Sec. 1221(3). 

*® Regs. Sec. 1.755-1(b) (4). 

™ Regs. Sec. 1.736-1(a)(2) and (b)(4). 

* Regs. Sec. 1.736-1(a)(3) and (4). 
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interest nor the contribution to part- 
nership capital by the incoming par- 
ner is considered a sale or exchange 
for termination purposes. 


With respect to the basis of part- 
nership assets, only the transferee 
partner will benefit from an election 
to adjust basis under Section 743, since 
this adjustment applies only to him. But 
if the transaction were a Section 736 
liquidation, any election to adjust basis 
would be governed by Section 734 
and all the remaining partners would 
benefit by the election to adjust the 
basis of partnership assets. This may 
or may not be advantageous, depend- 
ing upon whether the risks inherent 
in making any election of such a con- 
tinuing nature are substantial enough 
to preclude such an election in the 
first place. 


For the retiring partner to get his 
much-desired capital gains, the re- 
maining partners will suffer to the 
extent that they will receive no ex- 
clusion or deduction from partner- 
ship income. On the other hand, if 
the partnership obtains exclusions or 
deductions, the retiring partner will 
pay the price of receiving ordinary 
income. When the transaction is a 
sale of the partnership interest or a 
liquidation of such interest under Sec- 
tion 736, the machinery exists for 
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obtaining either result. However, 
where the partnership is in danger of 
being terminated and where unrealized 
receivables are involved, Section 736 
seems to provide a more beneficial 
solution to all parties concerned. 


Nonetheless, no general rules can 
be safely stated because the factors 
involved in deciding which course 
should be followed are too diverse 
and numerous. The alternative best 
suited for each individual situation 
depends upon the particular facts and 
each party’s negotiating abilities. 


[The End] 


TAKE-OR-PAY GAS-PURCHASE CONTRACTS— 


Continued from page 788 


a producer prior to production under 
a take-or-pay contract. Accordingly, 
an accrual for the estimated unpaid 
royalties should be set up by the 
seller at the time the prepayment is 
received. As the gas is produced and 
the royalty owner has a right to such 
income, the seller will make payment 
to the royalty owner; the accrued 
royalty account should be charged 
with such payment. If the seller is 


Partner's Withdrawal from Partnership 


' 
not required to deli¥er a portion of 
the make-up gas and he determines 
from his legal counsel that he has 
no liability to pay any of the accrued 
but unpaid amounts? to the royalty 
owners, he should inélude in his tax- 
able income in the year in which the 
make-up period expires the amount 


of the accrued but unpaid royalties 
[The End] 
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remaining on his books. 





Three books are reviewed this month: an anthology 
covering the corporate tax siiuvation in Canada, a 
study of Michigan's 1958 constitutional revision cam- 
paign and a survey of United Siates law in 1959. 


Canadian Taxes 


Corporate Management Conference, 
Montreal, 1960. Tax Paper No. 19. 
Canadian Tax Foundation, 154 Uni- 
versity Avenue, Toronto 1, Canada. 
1960. 52 pages. $1. 

Here is a booklet that covers the 
corporate tax situation in Canada 
from A to Z. Leading Canadian tax 
authorities addressed the Corporate 
Management Conference in Montreal 
in June, Their remarks on “Federal 
and Provincial Profits Taxes,” “In- 
ventory Valuation,” “Making the Most 
of Losses” and “Deferred Compensa- 
tion for Executives” are reprinted in 
this book. 

Copies of this anthology may be 
purchased in quantity at reduced prices. 


No Money for Michigan 


The 1958 Constitutional Revision 
Campaign in Michigan. Robert S. 
Ketchum, Institute of Public Admin- 
istration, University of Michigan, 
Ann Arbor, Michigan. 1960. 90 pages. 
$1. 

The constitution of Michigan re- 
quires that the subject of constitu- 
tional revision appears on the ballot 
automatically every 16 years. When 
this occurred in 1958, eight civic inter- 
est groups waged an intensive cam- 
paign for the proposed constitutional 
convention. This monograph is a 
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study of that campaign and its re- 
sults. Although the proposal was 
defeated, the author’s analysis of the 
methods and techniques provides a 
valuable insight to campaign strat- 
egy. 

One of the chief reasons for the 
revision was the financial status of 
Michigan, which was declared “bank- 
rupt” last year by Governor G. Men- 
nen Williams. 

The author explains the defeat of 
the proposal : 

“The average voter becomes in- 
censed about an issue he can under- 
stand, like graft or corruption in 
government. He doesn’t understand 
the complexities of, for example, 
Michigan’s tax structure, and there- 
fore constitutional revision is not a 
burning issue to him.” 


Law in the United States 


1959 Annual Survey of American 
Law. Edited by Albert H. Garretson. 
Oceana Publications, Inc., 80 Fourth 
Avenue, New York 3, New York. 
1960. 807 pages. 


This ambitious project has been 
conducted annually since 1942 by the 
New York University Law Center. 
The bound volume is a collection of 
the survey articles which appeared 
in several issues of the New York 
University Law Review. 
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Meetings of Tax Men 


New England Conference on Taxa- 
tion.—The Forty-eighth Annual Con- 
ference on Taxation sponsored by the 
New England State Tax Officials 
Association will be held on October 
9, 10 and 11 at The Mountain View 
House, Whitefield, New Hampshire. 
John L. Sullivan, president of the 
association, will give the welcoming 
address at the Sunday evening ses- 
sion. The scheduled speakers include 
Austin B. Noble, tax commissioner 
of Vermont; Alfred G. Buehler, pro- 
fessor of public finance, Wharton 
School of Finance; and Ernest H. 
Johnson, state tax assessor for Maine. 
The banquet address will be given by 
the Hon. Sterry R. Waterman of the 
United States Circuit Court. 


Philadelphia Tax Seminar. — The 
Philadelphia Chapter of the Pennsyl- 
vania Society of Public Accountants 
will hold its Fourth Annual Tax 
Seminar on Saturday, December 3, 
1960, at the Adelphia Hotel in Phila- 
delphia. The seminar is open to the 
public, and those who desire to attend 
may contact Eugene Lizenbaum, 2 
Penn Center Plaza, Philadelphia, 
Pennsylvania. 


Montana State University Institute. 

The Montana State University Law 
School will sponsor the Eighth An- 
nual Institute on Taxation and Estate 
Planning to be held at the campus in 
Missoula on December 9 and 10. 
Registration will be open to lawyers, 
accountants, insurance underwriters, 
trust officers, and others interested in 
taxation. 


West Virginia Tax Institute —The 
Eleventh Annual West Virginia Tax 
Institute, sponsored jointly by the 


West Virginia State Bar, the West 
Virginia Society of Certified Public 
Accountants and the College of Com- 
merce of West Virginia University, 


will be held on October 13, 14 and 15 


in the Music School Auditorium of 
West Virginia University in Morgan- 
town, West Virginia. The fee is $25 
for the whole For details, 
interested persons may write to Rich- 
ard E. Hamstead, 717 Monongahela 
Building, Morgantown, West Virginia, 
or to Jordan C. Pappas, CPA, P. O. 
Box 806, Morgantown, West Virginia. 


Eastern College Seminar. The 
Eighth Annual Presentation of the 
five-week Income, Estate, and Gift 
Tax Seminar will open October 18 at 
Eastern College, Baltimore. The ses- 
sions will be held on Tuesday even- 
ings from 7 to 10 o’clock with tuition 
of $25 for the entire course. The 
directors of the seminar are Julius S. 
Levy and Alvin S. Wolpoff. 


session. 


New England Public Accountants. 
The Eighth Annual Tax Confer- 
ence of the New England State Asso- 
ciations of Public Accountants will 
be held October 21 and 22 at the 
Woodstock Inn, Woodstock, Vermont. 


Tax Executives Institute.— Wilford 
R. Young, general tax counsel and 
manager of the Taxation Division, 
Texaco, Inc., New York, has been 
elected national president of the Tax 
Executives Institute, Inc. He will 
succeed Roy J. Waychoff, director of 
taxes, Trans World Airlines, Kansas 
City. Other recently elected officers 
are James A. Couper of Detroit, senior 
vice president; Edwin W. Souther- 
land of St. Paul, vice president ; Mor- 
gan McCammon of Montreal, vice 
president; Morris L. Rinehart of Syr- 
acuse, vice president; Robert K. 
3uettner of Cleveland, vice president ; 
F. Edwin Denniston of San Francisco, 
vice president; J. Robert Matlock of 
St. Louis, vice president; Alvin F. 
Lundberg of Boston, treasurer; and 
William C. Antoine of Philadelphia, 
secretary. The new officers will be 
installed at the organization’s annual 
meeting, October 30-November 3, in 
Miami Beach. 





New Tax Advantages Under Sweeping 
1960 Tax Law Changes! 


and CCH covers them with ease and authority in these 2 brand- 
new desk helps. Order your copies today! 


1960 FEDERAL TAX LAW CHANGES 


Here is a brand-new CCH book on the ‘‘omnibus"’ laws of 1960... on the 
changes that cover a wide range of tax subjects which provide new tax treatment 
for special types of taxpayers, as well as new rules applicable to taxpayers in 
general. In this handy desk reference, you'll find concise explanations of all 
major changes in income and excise tax law—full texts of the three big ‘‘omnibus”’ 
laws—together with controlling Committee Reports. For extra help, you'll have 
a keen analysis of important tax bills not enacted but which may be taken up 
again in the next session of Congress. Among specific areas covered are Real 
Estate Investment Trusts, Local Advertising Charges Excluded from Selling Price, 
Self-Employment Tax Changes, Estimated Tax of Individuals, Real Estate Tax 
Accruals, and much more. Topical index; in all, 80 pages. 6” x 9’’, heavy paper 
covers. Price, $1 a copy. 


(Subscribers for CCH’s Standard Federal Tax Reports and Current Law Handybooks 
receive and should order only for extra copies.) 


REAL ESTATE INVESTMENT TRUSTS 
—New Income Tax Treatment 


Every investor, big or small, will want a copy of this handy new CCH booklet 
explaining new tax advantages for investors. Here are 32 pages on the ‘‘what”’ 
and “‘how"’ of the dynamic new ‘‘Real Estate Investment Trust’’ law, just enacted 
— in full text, with easy-to-understand explanation and Committee Report. Inval- 
vable as a guide, this booklet points out how the law widens the investment 
market for all kinds of real estate . . . paves the way to extra tax advantages 
for small investors . . . prompts reappraisal of investments by all investors. 
Excellent for good-will distribution. Topical index. 6’’ x 9’’, heavy paper covers. 
Price, $1 a copy. 

(Subscribers for CCH’s Standard Federal Tax Reports, Federal Tax Guide Reports, 


Federal Tax Guide Reports—Control Edition, and Current Law Handybooks receive 
and should order only for extra copies.) 


EFFECTIVE READING—COMMERCE CLEARING HOUSE 
PUBLICATIONS 


Ordering is easy. Just use the handy, tear-off Order Card 
attached. Tell us how many copies you need, and we'll do the rest. 


PRODUCTS, COMPANY. 
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